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CONFIDENTIAL

SIR PETER MIDDLETON iy T Burns

F E R Butler
Monck

Mr Scholar

Mr Gilhooly

CEVENING - PAY AND UMEMPLOYMENT

I have seen copies of some of the papers for Chevening, in particular
Sir T Burns and Mr Monck's notes.

25 At the risk of going over old ground, and because surely Chevening
is the sort of occasion when these things can be talked about, it does
seem to me that these papers might say more about the problem of prospective
earnings increases, both in reality and presentationally. Ministers
have by now well and truly established the position that unjustified
increases in earnings are a serious risk tc the economic recovery. (Tt
is true that there are variations on this theme, such as Mr Tebtit's line
that we must not talk ourselves into being simply a low earnings economy
but an economy where high earnings are possible where this is justified
by high productivity, and Mr Clarke's slightly odd letter of 31 December)
but the message of Ministers has come across loud and clear, through the

Odling-Smee paper which Justifies it intellectually down through eg

 endorsement of the CBI campaign and now, for instance, in the Chancellor's

New Year interview with the Financial Times ("I very much hope tﬁat average
pey settlements could come down. This is the single most important factor
in getting unemployment down ...."). What is more, it is a point of view
which is held over a pretty wide spectrum of political thought, as well
as economic thought, even if different . 'people come at it from different

angles.

3. And yet, all that said, we have the paradox that with unemployment

one of the most important single factors, both economically and politically,

1.
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that are now on the scene, and with this now well developed link between
earnings and unemployment, there is still no attempt made to bridge the
gap, and to help the Chancellor to answer the question 'well, all that

being so, what is the Government doing about it?".

L, Neither Sir T Burns paper or Mr Monck's paper addresses this issue.
Sir T Burns suggests that pay increases might moderate through the prospect
. of tax cuts and tarough continued financial pressure on companies through
a high exchange rate. Experience shows that the first of these seems
to have very little effect, and the second is surely Jjust as likely to
come out in more unemployment as in lower settlements. (We have got
to remember that there are many employers, who are not keen to pick a
fight over pay and who will judge - even if short-sightedly - that avoidance
of industrial action and the maintenance of delivery dates is more important
in recovering and holding lost markets than keeping down unit prices.)
Mr Monck's paper notes that there are signs that some of the many efforts
to free up the labour market may be starting to work - hardly a resoundingly
encouraging message after this Government has been at it for 6 years -
but it then largely devotes itself to ideas for using public expenditure
and tax revenues on the creation of what seem to me to be often rather
unreal Jjobs, and to discuss ideas about the register; but it has very
little about the direct cause of the problem as perceived. Weitzman
is mentioned, but my understanding is that Ministers look 1like giving
this the thumbs dow*h, and the Brittan idea is also mentioned,  albeit not
very enthusastically. Layard/JAC is also mentioned, but aé Mr Monck
rightly says this has been in front of Ministers twice in tbhe past 12
months ana little enthusiasm has been shown for it, although I have to

say I still think it could have value in one form or another.

ks It may be that we are, in fact, therefore played out so far as positive
initiatives in this front go, and that the risks on the pay front (both
to the economy generally so far as the overall scene goes and to public
expenditure so far as the public sector goes) just have to be faced. After

all, it can be argued, if one of the main objects of a Government is to

2 .
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increase the living standards of its citizens & scenario under which 87
per cent of the workforce can in the short-term anyway look forward to
a 3 or 4 per cent real increase in their pay cannot be all bad, and quite
a lot of this is spent usefully even if quite a lot of goes on imports.
Presumably Ministers have a wider picture in view, including immediate
budgetary decisions and perhaps questions such as the date of tke next
Election. But it seems to me thet a decision to carry on as now so far
as pay goes (keep her steady as she goes, in the same way as the =conomy
as a whole should be kept steady as she goes, even if she is going rather
slowly at least on unemployment) ought to be a positive one. If Miaisters
are so decided, so be it. But if there is a feeling that this is not
in fact quite good enough, whether for real or presentational r=asons,

then they might wish to go round the track once again.

6. The track, of course, is a very familiar one; in ascending order

of action it includes :-
a. Do nothing - discussed above.

b Continue with exhortation and public services example -
the first of these is not very effective and the second may
be becoming counter-productive after some years of fairly modest

public service settlements

c. Cuts in personal tax (whether income tax or NIC) - unlikely
in my view to sway pay negotiators who tend to think in gross
terms (particularly where tax cuts as opposed to tax increas=ss

are involved).

d. Continued financial pressure on companies and other employers
- companies have got quite a lot of money at the moment and
anyway may be reluctant to pick fights (discussed above) and
we have no effective weapons to bring to bear on local authoritiss

who collectively are the biggest public services employer.

3.
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e. Ideas such as Weitzman, JAC/Layard, and Brittan which aim
at making new jobs or lower pay settlements financially attractive
and few Jjobs and high pay settlements financially unattractive
- complicated, interventionist, untested, and in some cases
costly and/or ill-targetted.

f. Formal pay policy and pay controls, freezes, and the like

- 'nuff said.

T. It does not have to be said that all of these (except (a) and perhaps
(b)) are pretty uncomfortable, which is why presumably Ministers might
wish to stick with (a) and (b). But against the possibility tha*t Ministers
felt they had to make some move in face of the "don't just stané there,
do something" pressures which may come up, it seems worth parading some
of the options. If it would be helpful to you we could write them up

more fully as a personal brief for you for Chevening.

E P KEMP

CONFIDENTIAL
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FROM: CHRIS ALLEN 3.

Py S

DATE: 3 January 1986(7ﬂ
[ A

POLICY BACKGROUND TO THE 1986 MTFS: CORRECTIONS

There are a couple of minor corrections to the tables jin
the Chevening paper. The sense of the paper is not at 211

affected.

In table 2, Manufacturing Output Growth, the figures
~4,3 and -5.7 should be replaced by -0.7 and -0.9
respectively. In table 3, Growth in Stockbuilding, the

figures -1.4 and -1.0 should be replaced by -0.4 and -C.1

respectively.
Chis Al
JVE/’,,,—
CHRIS ALLEN
Distribution: X

Recipients of Sir T Burns' minute of 2C December 1885 to
the Chancellor.

Plus Mr P Spencer

CONF IDENTLIAL
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FROM: MRS R LOMAX
DATE: 6 January 1986

cc Chief Secretary
Financial Secretary
Minister of State
Economic Secretary
Sir P Middleton
Mr Cassell
Mr Monger
Mr Scholar

PS/CUSTOMS AND EXCISE

CHEVENING: INDIRECT TAXES

The Chancellor was grateful for the paper attached to Sir Angus

Fraser's minute of 20 December.

25

He has requested the following additional information in time

for the Chevening meeting this weekend:-

(i) Supplementary tables showing the combined effect of
1 per cent on VAT with various revalorisation options, showing
the implications for the price change including VAT for
typical items and for the RPI impact effect; this should
include estimates of the combined yield of the packages,

bringing out the interactions between the various changes.

{Fi43%) Some further explanation of why Customs now see no
particular reason for special treatment of cigars and pipe

tobacco.

{iia) The Chancellor has also asked for further explanation
of the final sentence of paragraph 9 (and in particular the
recommendation that all the main drinks should receive the

same treatment).



SECRET

B The Chancellor has commented that Mr Ridley's desire to see
a change in the balance of taxation between VED and fuel duties is
politically not on -~ . except in the sense that over- indexation

e

RACHEL LOMAX

should not apply to VED.
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FROM: A W KUCZYS
DATE: 6 January 1986

cc Chief Secretary
Financial Secretary
Minister of State
Economic Secretary
Sir P Middleton
Sir T Burns
Mr Kemp
Mr Byatt
Mr Monck
Mr Cassell
Mr Burgner
Mr 0Odling-Smee
Mr G White
Mr Riley
Mr Gilhooly
Mr Cropper
. Mr Lord
Mr Isaac - IR

PS/IR

MR H J DAVIES

PROFIT SHARING

The Chancellor has seen your minute of 2 January. He had already
decided that this subject should remain on the menu for Chevening,
where you will be able to deploy the arguments in favour. He hopes
. Sir Lawrence Airey will also come to Chevening well briefed on
this.

A W KUCZYS
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_FROM:
;DATE:

R J EASON
8 January 1986

INLAND REVENUE
STATISTICS DIVISION
SOMERSET HOUSE
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Mr Wynn Owen's minute of 2 January asked for details of

the 28% variants of the 4 higher rate options when contrasted

with the 1985-86 regime.

Earlier submissions describing the

options are given in Annex 7 of the Chevening paper

"Approach to the 1986 Budget: Options for Personal Tax Changes".

2 .

The costs of the options against indexation are given

in Paragraph 2 of my submission of 19 December.

the 1985-86 regime, all the options
losers because any loss from the proposed higher

would be less than the gain obtained from the 2p

the basic rate.

would avoid

Compared with
any cash
rate structure

reduction in

cC.

Chief Secretary
Financial Secretary
Economic Secretary
Minister of State
Sir Peter Middleton
Sir Terence Burns
Mr Littler

MroE BEiRSButler

Mr Cassell

Mr Scholar

Miss Sinclair

Mr Cropper

Mr Lord

Mr Davies

Sir Lawrence Airey

Mr
Mr
Mr
Mr
Mr
Mr
Mr
Dr
Mr

Isaac
Blythe
Painter
Calder
Lewis
Mace
Eason
Keenay
McManus

PS/IR
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35, This note therefore concentrates on the cash cains
. ... Obtained under each option. The attached table details the
options and the gains at various levels of income for single
people and married men. The patterns of gains are quite
complex because of the basic rate cut and the changes to the
structure and thresholds for higher rates. The two graphs
... attached plot the gains for married men. Please note that
log scales are used to allow the wide range of income to be

covered and hence the linear growth in gains at basic rate

levels is drawn as a curve.
4, Some comments on the options are given below:

s For incomes up to the top of the previous basic
rate band (£16,200) plus the appropriate personal
allowance, all options give the same gains.

Those taken out of tax by indexing personal
allowances gain up to 75p per week if single,

‘ £1.15 per week if a married man. The cut of 2p
in basic rate gives further gains of up to £6.18,
making a total of £6.93 for a single person.

If married, the total gain is £7.33.

Sl At the first higher rate levels, the options give
contrasting gains. For options A2 and B2, the
45% rate abates the gains obtained from the basic
rate cut to reduce the gain to about £5 and £8
respectively for married men earning just over
£20,000 per annum. For cptions C2 and D2, there is
no abatement and gains increase rapidly at that

level of income.

a L ia The highest gains are almost £20 per week for
options B2 and D2 for married men earning about
£38,000. This occurs at the top of the 45% rate

. for option B2 and the 50% rate for option D2.
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T For the highest earners, all the options give a
limited cash gain, ranging from £5 per week to
£15 per week.
S5 - The Chancellor queried the graphs attached to my minute
of 19 December. These only showed the options involving basic
rate cuts of lp or 2p and showed gains and losses against
the indexed regime in the Autumn Statement. I apologise if

the headings of the graphs caused confusion.

R J EASON



Weekly Cash Gains

(£)

(1986-87 Comrared with 1985-86)
For Higher Rate Options Including
Basic Rate Cost of 2p

Options (2)
Income as
%cﬂfgveraqe Single Married
Earnings
A2 B2 c2 D2 A2 B2 (&% D2
0::50 (1.99) (1.89)
(0} (37:106) (2.96)
1.00 = 4 139 % 3 (4.02) 4
115350 E65.20) (61:1.6°)
2.00 4.47 il &85 03 480 Sl 5.43 8.42 BT 9.85
2i325 4.47 Tesrdil sl Q0 25718 511018 BRlGRE e 0 504127002
250 561 Bie5 6.0 1 2: 018 16.59 5208 S B Ry AR N ST )
2 8 #Z0ua o E 78 ] 78S i 245 JetiomElORIEEeR ] 3555, | 2] 70 2
3400 OTOGTEETIRES On 10254 8 14752 5:) Sle0RRle eble STRBH S L I8 TES . 5 1171101
3425 alel e SRR At b 1t A 14881 15 BERIEq A S ANGG @IS D 1 8L DiG
3550 8 4 9 ER 16163 90T 1A 93 L 050 8RG8 0 87 L] 9895 ()
35405 S8 2 e/ 3196 6.40 14.82 =88 5 IS8E0 Brdilieanl 678 3
4.00 S ALY Rl A Sy T4.13 594 2 1245808 6. 820 il 4504
5.00 S N TR R o2 Bl 14.13 594 41408 b 2l 494
Notes
1135 Forecast average earnings, 1986-87, about £214 pw or £11,125 pa.
2 Options defined as follows:
Option A2 Option B2
Tax Rates £ £
28% 0-16,200 0-17,100
45% 16,201-32,400 17,101-34,200
60% 32,401+ 34,201+
Option C2 Option D2
£ 5
28% 0-16,200 0-17,1G0
40% 16,201-24,400 17,101-25,800
50% 24,401-32,600 25,801-34,500

60% 32,601+

34,501+
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4 \ FROM: C J RILEY

DATE: 8 Janusry 1986

SIR T BURNS / / cc Mr Odling-Smee
an o . Mr Grice

/'/ ( \{ / e WO
VA
A Mr Spencer

)(\AMJM Mr Johns

SAVING OF TRANSITORY OIL REVENUES

You asked for some material which might throw light on the extent fo which
transitory oil revenues have in the past been saved by running a lower
PSBR. Chris Johns has prepared the attached nofte.

2. Any method used to calculate the extent of saving ex post is dependenft
crucially on assumptions about other factors affecting the PSBR. The

three methods described in the note are very crude, assuming in turn:

- that in the absence of North Sea revenues the UK debt/income
ratio would have risen by the same absolute amount as the other
ma jor seven countries (in spite of the very different starting
levels)

- that fiscal policy would have been set so as to bring about
a zero current account in the absence of fransitory oil
revenues, and that for an open economy the current account

surplus measures the extent of the PSER saving

- that when setting the PSBR, allowance has been made only for
transitory North Sea revenues and transiftory unemployment (with
a natural rate of 8%), and that the debt/income ratio would

otherwise have been flat.



3. The first and third methods suggest if anything that the proportion
saved has been rather higher than 50%. Buf all fhree ignore such things
as the acquisition of unfunded pension liabilities, asset sales, and low
levels of public investment, all of which poinft towards a relatively low
PSBR. To the extent that we have taken these info account in practice,

the calculations will overstate the extent to which transitory North Sea

&

.

revenues have been saved.

C J RILEY
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g; A /‘ @W’W' FROM: C B JOHNS
e : :
DATE: 9 January 1986

MR RLLEY » cc Mr Odling-Smee
£ Mr Grice
¢ - Mr Spencer

OIL REVENUES

You asked for some calculations designed to indicate the extent to which North
Sea Cil revenues have been saved. We can approach this problem in a variety of
ways, and with varying degrees of sophistication. The approach adopted here is,
as you suggested, relatively simple. We focus on the period since 1979, when

the receipts of oil revenues become significant.

2. Firstly, we can examine movements in the UK debt/income ratio relative to

other countries since 1979.

TABLE 1. Debt/Income Ratios for the UK and Major OECD Countries

1979 1980 1981 1982 1983 1984 1985 1986

UK 48.6 48.3 47.5 46.6 47.2 49.2 49.2 49.9
Major 7 less UK 19.4 2031 21.3 24.3 27.7 29.6 31.9 33.8

Source: OECD

3. It is easily seen that the difference between the change in the debt/income
ratios of the UK and the major 6 OECD countries between 1979 and 1985 is of the

order of 11%. This can be related to oil revenues themselves.

TABLE 2 £M

1979 1980 1981 1982 1983 1984 1985
Cumulated
0il Revenues 151:7% 4947 10896 18062 26856 37780 50501
Cumulated
Current Balance =117 5780 10778 15735 18273 17690 22993

CONFIDENTIAL
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B
' 4. 11% of GDP in 1985 amounts to around £38,500 m. This compares with
cumulated oil revenues of £50,501. T can be argued that one of the rezsons why
debt has not grown so fast in the UK is because of the oil revenues which, in
fact, have (in part at least) been saved; if this line of reasoning is correct

then the implied savings rate has been of the order of 75%.

5. Table 2 also gives details of the cumulated current balance. Under the
assumptions that the o0il revenues saved were the counterpart of net acquisition
of overseas assets, and that the underlying current balance was zero throughout,

the actual current balance represents a savings rate of around 45%.

6. Another approach would be to investigate the implications of assuming we
had adjusted the PSBR for North Sea 0il and transitory unemployment. Consider
the following.

Actual Flat
Debt/Income = Debt/Income + Unemployment + 0il Revenue
Ratio Ratio Adjustment Adjustment

We can obtain approximate estimates of the two adjustments from the methodology
outlined in my minute to Joe Grice of 13 December (contained as Annexes 2 and

3 of the PSBR Adjustments paper to Sir T Burns of the same date). It should be
stressed that the following adjustments are rough estimates and subject to the

difficulties discussed in my previous minutes.

TABLE 3

% GDP
‘ 1979 1980 1981 1982 1983 19€4 1985

Flat Debt/Inc Ratio (1) 48.6 48.6 48.6 48.6 48.6 48.6 48.6

Unemployment Adj* (2) - - 150 2.8 4.8 6.9 9.1
(Cumulated)

0il Revenue Adj (3) 0.2 1 g 252 3.5 5 6.9 8.5
(Cumulated)

(1) + (2) = (3) 48.2 47.5 47.4 47.9 48.4 48.6 49.2
Actual Debt/Income 48.6 48,3 475 46.6 47 .2 49.2 49.2
Ratio :

*Based on a natural rate of 8%.

CONFIDENTIAL
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7. Although we should once again emphasise that the numbers in table 3 are

only rather rough estimates of the required adjustments they tell an intesresting
story. The most interesting result is clear: the path for the hypothetizal
adjusted debt/income ratio broadly follows that of the actual when full allowance
is made for both o0il and unemployment. I would be reluctant for any streong
conclusions to be drawn from this table, mainly because of the problems associated

with the calculations of the o0il and unemployment adjustments alluded to above.

C B JOHNS

CONFIDENTIAL
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CHEVENING

Jefferson Smith/MST - VAT & Charities

Stewart/FST - Charitable giving
Stewart/C/Ex - Charities
Draper/EST - Stamp Duty Package
Corlett/EST - Stamp Duty

Sinclair/FST - Tax on Credit Cards
Sinclair/FST -~ City Tax

Draper/EST - Stamp Duty

Monck/ CEx - Employment and Enterprise
Kemp/Middleton - Pay and unemplovment
Young/C/Ex -Budget '86

Elliott/PoH - Enterprise

Farmer/FST = Co-ops

Middleton/C/Ex Monetary policy and MTFS
Grice/C/Ex - Macroeconomic asssumptions
Burns/C/Ex - Policy background to MTFS
B/E/C/Ex - Bank Budget submission
Wood/C/Ex - Cab 9/1 Financial developments
Fraser/C/Ex - Indirect Taxes
Prescott/FST - Car and fuel benefits
Blythe/C/Ex - Personal Tax options
Blythe/FST - NICs

Monger/C/Ex - 0il duties

Monger/C/Ex - Tax issues

Mace/C/Ex - Personal Tax options
Lomax/Monger - 0il duties

Calder/Lomax - Transferable Allcwances
Walker/Moore - Review of Taxaticn
Isaac/FST - Relief:Domestic employees
Life/C/Ex = Relief: " i
Pegler/FST - Y 4 "
Cropper/C/Ex - "

Lomax/Blythe - Personal Tax options
Eason/C/Ex - Income Tax higher rates
Blythe/C/Ex - Personal Tax

Isaac/C/Ex - IRAS

Munro/C/Ex - Taxation of savings
Sinclair/C/Ex IRAs

Corlett/FST - Pensions Taxation
Life/Corlett - Tax relief for Savings
Kuczys/FST - IRAs

Kuczys/FST - IRAs

Munro/FST - Taxation of pensions
Corlett/FST - Tax Relief for Savings

Kuczys/Cassell - North Sea
Baker/C/Ex - Budget '86
Baker/C/Ex - BES
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S MONETARY AND FISCAL STANCE
4" 3__, (figures in brackets adjusted for coal strike)
} & - 3 monthly Money Major 6 Industrial
S Interest Rate PSBR Exchange Rate Supply Countries
' 3
Money Real ex Privat- month
GDP GDP GDP 1 isation GDP Interest
Growth Growth Deflator Nominal Real  Actual receipts Nominal Real Mo £M3 GDP Deflator rate
1980-81 14.0 =3.8 18.7 1555 =32 5.4 545 98.2 103 557 ] Sy 0.8 8.8 ¥2.5
1981-82  10.1 -1 102 14.2 450 =353 3.3 92.3 97.6 3.8 16.4 oSt 28102 3.9
1982-83 9.4 2.3 Tl - 115 4.4 3.1 3.3 88.0 93:6 1.6 "12:4 " =Bi3L. 6.2 10.8
1983-84 7.8 (7.9) 32 (3.4) 4.5 9.7 el =3k 3.6 83.5 B0 6.0 - 1208 400 g5 92
1984-85 723 (8.7) 2.5 (3.6) 4.6 10.9 6.3 " 3.1(2.3) 3.8(3.0) 76.2 8252 0Ebe5 9 6 a 4 | 359 9.5
71985~86 ;" 8.7 (7.3) ShaTe (2<5) 54l 197 buG " 2.2 2.9 80.7 8il-9 10 d J3T MG h e S0k 2 A0 8.0
1986-87 T2 (7.3) 2.8 (2:1) 4.3 10.4 61 2.0 3.2 81.0 88 7iatd 20 11,9 250748 358 7.3

1 relative to GDP deflator
2 In terms of relative GDP deflators

Price of Oil3 Price of Oil3 North Sea Oil NSO Revenues House Price®
$ £ Revenues (£) as proportion of GDP% Inflation
1980-81 34.7 14.9 3.9 s 1.8 22.3
1981-82 37.3 18.4 6.49 ¢ 2.9 5.9
1982-83 3344 18.9 2.81 M¥ 3.2 0.5
1983-84 30.0 19.8 g.08" 4 3.3 9.3
1984-85 29.4 22.0 12.00 !2o 4.2 9.6
1985-86 27.6 21.3 11.45 s oy s
1986-87 25.0 1742 g 19y 8L 2.8 6.2

3 C"dar year

4 at Factor cost
5 RPI component index
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FROM: MRS R LOMAX
DATE: 7 JANUARY 1986

SIR T BURN cc Sir P Middleton
POLICY KGROUND TO THE 1986 MTFS

The Chancellor has made a number of comments on your paper for
Chevening. None, I think, require further action; however you might
like to kxnow that in the context of the monetary framework, he said
that he hoped you would do some more thinking about how we could
give money GDP a slightly more prominent role in this year's MTFS

.and general Budget presentation.

Zis The Chancellor's general reaction to your cover note was that
it failed to answer one key question - namely, to what extent is
an easier monetary policy (ie 1lower real interest rates) on. In

particular, he commented that paragraph 9 is based on the implicit
assumption that we have a free choice. He has expressed general
scepticism about the conclusion in the third sentence of paragraph 11 -
that longer term arguments point towards a tighter fiscal and easier
monetary policy, with a continuation of the policy of reducing the
PSBR over the medium term. He agrees with the argument at the end

of paragraph 12 - that the downward revision to expected North Sea
.revenues provides an argument for not fully adjusting the PSBR profile

for higher privatisation receipts.

3 He has noted that he disagrees with your general preference
for a PSBR figure in the 1lower half of the range £6-7% billion,
and asked what the market is expecting (his impression is that the
market expectation is certainly not less than £7% billion and probably

more) .

4, The main paper prompted the Chancellor to suggest that there
might be attractions in planning (and possibly announcing in the
Budget Speech) that if the o0il price were to fall below the level
assumed in the forecast, leading to a loss of revenue, such a loss
would be made good by increasing petrol and derv duties, either during

the course of the Finance Bill or subsequently using the regulator.

:/l//
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(i)

(ii)

(iii)

(v)

(37d)

CONFIDENTIAL AND PERSONAL

He had the following more detailed comments:-

Paragraph 35 second indent: The Chancellor would 1like to
discuss the desirability of being more precise about the
expected path for inflation with reference +to practice

in other well-governed countries.

Paragraph 43: He agrees with the Jjudgement in the first
sentence - that on balance it is better to use money GDP
rather than any of the wusual inflation measures as an

indicator of underlying inflationary pressures.

Paragraph 45: The Chancellor thinks the suggestion that
monetary ranges should only be published in the vyear
immediately ahead is well worth considering for sterling
M3.

Paragraph 62: The Chancellor has added the comment that
the decision to cease over-funding had implications for

the yield curve.

Paragraph 63: He attaches considerable importance to the
point in the final sentence (attempting to move our real
interest rates against the world trend runs the risk of

periodic bouls of exchange rate pressure).

Paragraph 67 to 77: The Chancellor has commented extensively
on this section which he evidently found very unconvincing,
with the exception of paragraph 76 to which he would attach
some weight. He has noted that we are in fact running
sizeable balance of payments surplusges, and accumulating
overseas assets against the time when North Sea o0il will
run out (indeed he would find it interesting to compare
the build up of overseas assets in recent years with some

measure of the income from ©North Sea that we might in
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principle have saved). He has commented that the argument
about a high real exchange rate is all very well - but
lower interest rates could well lead to much bigger problems
including an unsustainable exchange rate dive with all
that would ensue. He was quite unconvinced by
paragraph 70 and the points about industrial composition
in paragraph 72; and clearly sceptical about the arguments
in paragraph 74. On paragraph 77, he agrees that it 1is
'. evidently risky to reduce interest rates rapidly - but
finds it difficult to understand the proposition that a
high interest rate, high PSBR policy is also risky but

in another way.

6. On a general point, he has noted that there is no mention of

the debt income ratio in this year's paper.

6. The Chancellor also read Mr Grice's paper on m&cro-economic
assumptions for the MTFS. He shares your preference for option B
in pagraph 36 and agrees with your comment that there is a clear
case for revising the growth of productive potential upwards; and
that we should continue to assume actual growth a little faster than
‘potential. He has noted that he wants to discuss the presentational

issues briefly outlined in paragraph 35.

(L

RACHEL LOMAX
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From: P G WILMOTT
Date: 9 January 1986

PRINCIPAL PRIVATE SECRETARY ce PS/Chief Secretary
PS/Financial Secretary
PS/Minister of State
PS/Economic Secretary
Sir P Middleton

Mr Cassell

Mr Monger

Mr Scholar
CHEVENING : INDIRECT TAXES
T Here is the additional information requested in your note of 6 January.
Tables
2. The effects of a combined excise duty and VAT rate change are complex.

There is a risk of double counting - whether of revenue effects or of RPI impact
effects - if the two changes are not kept separate. But for the consumer it is
the price effect that matters, and here of course an aggregate figure must be

given.

3% I attach a new table (Table 4) to go with Sir Angus Fraser's minute of 20
December. It shows for the main excise commodities the price changes to be
expected from revalorisation and multiples of it. If VAT stays at 15 per cent,
the only VAT effect is the extra revenue generated by the additional excise duty.
But an increase in the standard rate generates extra VAT on the whole of the
(duty-inclusive) retail price. There is thus a significant difference not Jjust in
the size but also in the nature of the price effects at different VAT rates. This
is because excise duty increases with a constant VAT rate produce price changes
that hold good whatever the selling price of the goods. But to quantify the
effect of a combined duty and VAT change it is necessary to choose an ill-

ustrative price, and the effect quoted will not then be universally applicable.

Internal circulation: CPS, Mr Knox, Mr Jefferson Smith, Mr Bone, Mrs Hamill
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The price effects shown in Table 4 for a 16 per cent VAT rate have assumed
typical prices (which are shown); but these would probably not be the figures

applicable at Budget time, as the price of some commodities will rise between now
and then.

4, The simplest convention to adopt for the calculation of revenue and RPI
effects is to take the excise and VAT changes separately. If VAT goes up, it will
do so on all Vatable commodities, and the total revenue and RPI impact effects
will be as shown in Table 3B of minute of 20 December. The revenue yields quoted
in Table 2 of minute of 20 December for the various excise duty options include -
as is our convention - the yield from consequential VAT at 15 per cent (ie the
VAT on the extra duty): so this is not counted in the figures quoted in table 3B.
"Mixing and matching" elements of table 2 with the VAT effects in Table 3B will
give a reasonably accurate guide to overall effects, and although in practice
there would be some (quite complex) revenue interactions between simultaneous tax
changes, the effects would not be significant enough to invalidate this approach
for broad planning purposes. The RPI effects quoted can in any case be combined

at will for any package to give an accurate total impact effect.

5 An example might make this easier to follow: an overall package of

one-and-a-half times revalorisation plus VAT at 16 per cent would look like this

Full

year

yield RPI impact

(£m) effect (%)
drinks 250 0.20 )
oils 490 0.19 )from
VED 195 0.08 Jtable 2
tobacco 210 0.18 )
VAT 925 0.50 from table 3B
Total 2070 1215

S ORET
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Cigars and pipe tobacco

6. The revenue at stake here is of course too small to be significant in the
planning of overall options. But these duty changes do have some presentational
impact. Our starting point for assessing changes in excise duties is the
"sensible presumption" that their real value will be maintained from one Budget
to the next. Most excise industries have come to see this presumption as the
norm. Pipe tobacco manufacturers are probably the exception as there has been
no duty increase since 1982. The real value of the duty level has declined by
getting on for 20% since then (and the real value of receipts by more, because
of the continuing fall in consumption). As tax-collectors we are not generally
in favour of the withering away of duties, and in the absence of a policy
decision to revalorise pipe tobacco duty we think the industry may assume that
the real value of the duty is set to fall for the foreseeable future. This sort
of concession could easily become a 'right', and this year may be the one in

which to remove that impression.

1 The concession for cigars is less entrenched, as last year was the Tirst
standstill for some time. However, we have yet to see any evidence that the
sensible presumption should not apply again in 1986 and, in its absence, we

would recommend that revalorisation should be the first resort.

8. The effect of previous concessions persists, of course, in the lower base
from which subsequent rises are made. And presentationally, if you chose -o

over-index the duty on cigarettes, revalorisation for cigars and pipe tobacco
would not constitute special treatment: it would be cigarettes which were being

specially treated.

Drinks

9. Our recommendation that all the main drinks should receive the same
treatment follows from the arguments in paragraph 6 of Sir Angus' paper. Beer
is the major revenue-raiser among drinks and the duty has been over-indexed in

3 of the last 5 Budgets, with the result that it is now 27% higher in real

5ECRET
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terms than in 1979. Consumption is sluggish (down 1% in the first 11 months of
1985 compared with the same period in 1984). By contrast the real level of
spirits duty has fallen 21% in that time. Although sales of table wine are
buoyant, its duty rate is inextricably linked with that of beer. Our view is
that further compressicn of relative duty levels would be undesirable this year
since that would entail either a further squeeze on beer or a further decrease
in the real value of the spirits duty, or both. And principally because of our
views on beer, but also to a lesser extent because of our assessment of the
taxable capacity of most drinks other than wine, we do not regard alcoholic
drinks as such good candidates for over-indexation as road fuels and

cigarettes.

P G WILMOTT
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Table 4: PRICE EFFECTS

(pence)
(UNIT)(1) Revalorzz) 1 V2 times twice Typical
VAT RATE isation revalorisation revalorisation prices
Beer (p/pint) 78
15% 152 )i 2.3
16% 1.8 2.4 3.0
Wine (70c1)
table 179
15% 4.3 6. 8.7
16% 5.9 8.1 10.3
sherry 392
15% 11, 11.2 15.0
‘ 16% 1350 14.7 18.5
port 539
15% 8.6 13.0 1753
16% 13.4 17.8 22.1
sparkling 979
15% 752 10.8 14.3
16% 150 19.4 23.0
Spirits (75¢1)
15% 29.9 4y.q 59.9 779
16% 37.0 52.1 67.1
Tobacco (20KS) 137
15% y, 6.8 9.0
16% ({51] 8.4 10.7
Petrol (gal) 192
15% b2 Tt 10.3
i 16% 6.9 9.5 1201
Derv (gal) (3)
excl VAT 3.8 5:T 7.6 163
15% 4.y 6.5 8.7 188
16% 6.0 8.2 10.4
VED (cars and
light vans)
no VAT £5.50 £8.25 £11.00 £100
(1) 1Includes total effect of increased VAT, assuming typical prices shown.

(2)
(3)

ScCRET

Revalorisation assumed to be 5.5%.
VAT registered traders can reclaim any VAT paid.



FROM: E P KEMP
9 January 1986

SIR PETER MIDDLETON ce 8ir, G

E R Butler
Monck

Mr Scholar

Mr Gilhooly

Mr Halligan

PAY ETC - CHEVENING

In response to my note of 2 January (copy attached for Sir G Littler) you

asked for a short brief which might be of use at Chevening.

2. This is below; I am indebted to Mr Halligan for producing it.

3. That said, I do put it forward with a feeling of some desparation.
Whatever one may believe about the theoretical good sense of wage bargainers
on both sides of the table, or about the good will and energy of eg the
CBI in pushing the lower pay message, one cannot help feeling that
workforces generally are going to scramble for more and get it. Apart
from one or two very rare cases, the link between pay and Jjobs is Just
not perceived; redundancy resulting from excessive pay claims (whether
ones own or somebody elses) is something which happens to other people,
rather like motor accidents resulting from excessive drinking. People
want more and better, and the availability of easy (if in fact expensive)
credit enables people to get it, and then the bills have to be paid. It
is difficult to see the way out. The four "funnies" on the table, discussed
in Mr Halligan's note, are in fact none of them at all attractive, save
perhaps from the short-term presentational point of view as showing that
the Government is in fact doing something. I would not want to play
this down as an argument in its own right, but equally I would not want

to pretend that it is in anyway sufficient.

., Of the funnies, I myself doubt if two-tier bargaining is going to

get very far (at least it might, but there is nol a lot the Government

zfym”



can do to make it happen), and I think we have to regard JAC as dead,
though I am not quite sure why. Weitzman is fine as far as it goes,
but the fact is that it is not a weapon for quickly getting more jobs;
it could lead to desirable longer-term shifts in the relationship between
employer and employee but in the short-term anyway it is more likely to
point in the direction of more pay for fewer people than the same or less
pay for more people. As far as Layard/Brittan goes, this has the
disadvantage of, on the face of it, dead weight and all that, but it does
have the advantage of going fairly directly to the root of what is perceived
to be the present problem; I am not sure that we have fully examined
all the possible variants here and that might be a possible way forward

now.

5. Interestingly one variant which simply does not appear anywhere now
is that of cutting social security benefits. As far as I know neither
supplementary benefit nor unemployment benefit are among those "pledged",
and although it is a hard thing to say it is still likely to be the case
that for quite a lot of people anyway these benefit levels set a floor
to wage levels. One can see the political difficulties (at least from
one angle - there may be advantages from other angles); one wonders whether

even now this is something worth further examination?

=

E P KEMP



SPEAKING NOTE

.

PAY AND UNEMPLOYMENT

182" The failure of pay to adjust is the root cause of
unemployment. Until it does there is 1little prospect of reducing
unemployment. We cannot rely on economic expansion - Sir T Burns

paper anticipates faster growth in labour supply and productivity

leaving little room for reduction in unemployment. Most of the
measures discussed in Mr Monck's paper - redefining the count
and public expenditure - are directed to reducing the numbers

of unemployed, but in their nature are unlikely to create real,

lasting jobs: that requires a slower rate of growth in pay.

2. While there seems no "explosion" ahead prospects for current
pay round are not encouraging. At best, we can expect settlements
averaging about 6 per cent and average earnings growth of 8 per
cent in the private sector, and similar increases in the public
services. With inflation falling this means even greater growth
in real earnings than before. This means further damage to

employment prospects and pressure on the public expenditure totals.

3 In the face of these threats there is a publicly perceived
"policy gap." Ministers have tried exhortation and example with
little effect. Long-term, the answer will come from labour market

reform, but this is a slow acting process.

4. What about the immediate future? Doubtful whether the present
macro policy stance will have much effect on pay - companies
are currently profitable and liquid. Tightening the stance could
lead employers to respond - as they have done in the recent past
- by cutting jobs rather than seeking lower pay increases. Income
tax reductions are not going to influence pay negotiators, who
bargain in gross terms. Exhortation is all very well, but limited
in effectiveness. Example in the public services does not seem

to work any miracles.

5% Can the "policy gap" be bridged by financial incentives
to encourage 1low settlements and higher employment and/or

discourage high settlements? In the past we have kicked around



four sets of ideas under this general heading. It is questionable
whether any of them would have much effect on pay or unemployment
for a few years. But they may have the presentational advantage
of showing that the Government is actually doing something about

a problem over which it expresses such concern.

6. Profit-sharing (Weitzman). This gives employers an incentive

to hire more people by introducing flexibility in wage levels
so that adjustments to profit fluctuations are not simply borne
by employment. It can also be justified as a measure to improve
employee involvement; but by the same token it encourages employees
to seek increases in output per head, rather than increases in
employment: indeed for employees, the two conflict. And giving
certain categories of employees a generous tax exemption for
accepting such arrangements could 1lead to excluded categories
(notably public service workers) to press for higher wages on
broad "comparability" grounds. Might be worthwhile for other
reasons but not very relevant to wage flexibility or unemployment

as such in the short-term.

T Layard/Brittan Marginal Employment Subsidies. Layard proposes

a wage subsidy to employers who take 1long-term unemployed off
the register. Brittan proposes femitting employer NICs or
Corporation Tax to companies who increased employment or kept
pay increases down or both. We have 1looked at Layard several
times before. Problem is high "deadweight" cost which puts cost
per job well above SEMs. (£15,000 per person off the unemployment
count compared with £2,000 from Community Programme). We have
not costed the Brittan proposal but indications are that it would
be more costly than Layard. That said, there are clearly many
variants on this theme, not all of which have necessarily been
faulily explaﬂﬂegs For example, ingenuity might enable dead weight
to be reduced e.g by going initially for pilot schemes in defined

areas of exceptionally high unemployment.

8. JAC. It could be constructed in a revenue-neutral way
and 1is workable at reasonable administrative cost. Problem,
of course, is that it 1looks 1like an incomes policy. Ministers

considered this before the 1985 Budget but decided against and

had another look since, with the same result.



9. Two-Tier Wage Bargaining. Could a financial incentive be

designed to encourage either employers to adopt it or new employees
to accept it? When this was floated last year the Chancellor
considered it a matter for the CBI to pursue rather than the
Government. Nothing much seems to have happened. Any case for

reconsidering a Government initiative?

105 All these proposals have drawbacks. But the absence of
a policy on private sector pay increases 1is increasingly seen
as a gap in the Government's armoury. Do Ministers want us to

consider any of these ideas further?



ANNEX A

——

BASIC FACTS

Unemployment

November 1985: 3,165,000. (adults) 13.1 per cent. Forecast 1is
for unemployment to average 3,110,000 in 1986 and 1987.

Duration of Unemployment (July 1985):

Period Number $ of Total
More than 6 months 1,876,000 60.1
More than 12 months 1,269,000 40.7
More than 2 years 760,000 24.4

Special Employment Measures will cover 690,000 by 1986 Q2, reducing
adult unemployment count by 360,000 and total count by 490,000.

Current p.e. provision allows for an increase in SEMs between
1986 Q2 and 1988 Q2 that will reduce adult unemployment count
by a further 30,000 and total count by a further 60,000.

Pay

Average earnings have been increasing 2%-3% per year in real terms.
UK unit labour costs are increasing at about 6 per cent per year,
more than twice that of our major competitors. 1 per cent off
pay would, according to Treasury calculations, generate an extra
110,000 to 220,000 jobs.

1985-86 Pay Round

Too early to discern trends but out-turn unlikely to be below
1984-85 round. CBI and Department of Employment monitoring

estimates average settlements to date of 6%-6%%.



Cost Per Job of Various Employment Measures (Effect on Count)

Juvenile Schemes £1,200 to £1,500
Community Programme £2,000
Job Release Scheme £2,000
Layard £15,000

Brittan £15,000 +
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ANNEX B

Profit-Sharing (Weitzman)

Proposal. Income tax relief on 10 per cent (up to a maximum
of £2,000 per year) of employees total remuneration for those
employees participating in a scheme in which at 1least 20 per
cent of their total remuneration depends on profitability of

their employers.

Objective. To reduce employers fixed labour costs, increase

wage flexibility and so make employers more 1likely to increase

employment. Also to improve employee identification with company
performance.

Problems. Employers have an incentive to restrict employment
in order to maximise profit share per head. They may demand

compensation in form of higher base wage for accepting contracts
involving a risk of downward wage flexibility (although the tax
sweetener may moderate that). Workers barred from such contracts

e.g. public service workers, may seek compensating increases.

Costing. £250M full-year revenue <cost for every 1 million
employees who take it up. Maximum cost £3 billion, if restricted

to private sector, or £3% billion if public trading sector also

eligible.
Employment Effects. Uncertain. Could be reduction in short-
term. Treasury calculations showed that a Weitzman contract

which worked according to theory would increase the optimal labour
force of an individual firm by 4 per cent to 15 per cent. For

the economy as a whole the effect would be much less.

References. Mr Monck 16 August 1985
Mr Isaac 12 December 1985




ANNEX C 3

MARGINAL EMPLOYMENT SUBSIDIES

(a) Layard.

Proposal. Various. Most recent was a subsidy of £80 per week
for every employee unemployed for more than 6 months newly taken
on. [Currently 1,875,000].

Objective. Reduce the marginal cost of employing a target group

- the long-term unemployed.

Problems. Deadweight cost. Danger of some leakage into higher

wages.

Cost. Estimated new jobs 125,000. Effect on unemployment count
95,000. Net Exchequer cost per job £5,000. Gross cost per person

off unemployment count £15,000. (Difference reflects the cost
of unemployment benefit saved and extra tax revenue generated
by new jobs.) Public expenditure cost £1% billion. Exchequer
cost £625M.

(b) Brittan (16 December "FT" article - see Appendix)

Proposal. Remit Corporation Tax on employee NICs to companies:
(a) increasing labour force by x% or more; or
(b) increase pay per head by less than 7%; or
(c) both.

Objective. Reduce marginal employment cost to employers and/or

give fiscal incentive to conclude low pay settlements.

Problems. Deadweight cost (likely to be higher than Layard as

not targetted on long-term unemployed).

Cost. Brittan suggests an incentive of £500 per head for 2 million
employees costing £1 billion. Basis of these calculations not
explained. Using Layard cost per job figures (probably
underestimates for this proposal) effect on unemployment count
of spending £1 billion would be 67,000.
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Memo for budget
-~ weekend

By Samuel Brittan "

~1F ANYTHING can be mis-
understood, it will be  mis-
understood.” In my Wincott
Memorial Lecture. 1 questioned
viie present fashion for small,
highly paid. labour forces at a
time when emplovment is the
major economic problem.

As a result, 1 have been
accused of every sin — from
helieving in a “lump of de-
mand” to “knowing better” than

t aid directors of British
b ss. or being against 2
high growth prosperous

economy. I have tried to knock
{hese misconceptions on the
head in the fuller published

- version (Two Cheers for Self

i
i
|
t

Intcrest) to be published on
Thursday hy the Institute of
Economic Affairs.

The most interesting criti-
ciem of it has come from Sir
Jcan Hoskyns of the Institute of
T irectors. who thinks it illegiti-
- ate to try to second-guess the

ocisions of a managing direc-
or in the firing line. I hesi-
tate to take him on, because the
institute has taken the lead in
prewnoting  ideas which would

';:-nz;hlv Jabour and other mar-

i.

|

kets to work better — most
recently plans for simple legal
changes which would make it

eacier for individual workers to
claim -self-cmployment status
and thus contract out of the

ole  collective hargaining
dmill.
f all pav bargains were in-

! dividual contracts chancellors

i

and economic commentators

" would indecd be well advised
. to keep their distance. But as
: S John himself explains,
; many arc not. The predominant

mode} is still, as Sir John con-
cedes. . “collective bhargaining
within an adversarial relation-
ship” often buttressed with
<ome degree of monopoly,
especially in the public sector.

Unfortunately. the collective
bargaining model influences
decisions even where unions are
weak, both through a desire to
keep them that way, and
through a climate of opinion
which, whenever there is any
margin of uncertainty, gives

, nreference to higher pay over

more jobs.

WMy criticism of the Chancel-
Jor is not that he denounces
excessive pay settlements in
The World at One but that he
stops at exhortation. A finan-
cial incentive that benefited
companies which favoured jobs
over pay would do far more

than any amount of words to
signal a new climate of opinion.

The incentive is neither diffi-
cult nor expensive. It could
consist of a remission of either

16 DECEMBER 1985
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corporation. tax or National In-

surance contributions to a com-
pany which, to enumerate alter-
native variants:

@ Increased its labour force by
more .than a threshold percent-
age, oOr

@ Increased pay per head by
less than another threshold; or

@® Did hoth (a belt and braces

approach).

This has the great advantage
over the much canvassed across-
the-board reduction of em-

ployers’ contributions in that by -

definition it would not apply
where the concession is eroded
in pay jincreases.

If, for instance, the incentive

applied to cnterprises emplo)-
ing 2m workers at the rate of

e~

£500 per hcad the annual cost

would be £1bn.

The payroll incentive has the °

great advantage over the
Lavard-SDP inflation tax in
being a bhonus rather than a
penalty. Thus problems of
definition  and demarcation
would not bhe so crucial.  The
onus would be on employers to
apply.

1t has the further advantage
of being reasonably easy to
apply in a regionally differen-
tial form. as the Secretary of
State for Industry might note.

Obviously, abuses would
accumulate if the scheme
applied for decades, and cor-
porate reorganisations Wwere
designed to establish fictitious
increases in employment or arti-
ficially low pay increases.

But until a more competitive
and individualistic labour mar-
ket can be established a payroll
incentive could be a valuable
transitional measure, which
would itself encourage more
fundamental change.

It would almost certainly do
far more good for jobs than anv
feasible basic rate tax cuts or
threshold increases, or more in-
frastructure spending.

Those who care to shed more
than crocodile tears about un-

o —

e ——

employvment will use every .
working day until the pre-bud- '

get Treasury weekend on
January 11-12, to campaign for
the payroll incentive in place of
the generalised distribution of
largesse to those of us with the
good fortune to have jobs al-
ready.

Yy
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ANNEX D

JOBS-ADDED CONTRIBUTION

Proposal. A schedule of penalties would be imposed upon employers
based on increases in average hourly earnings over the previous
year. The penalty revenue would then be recycled back to employers
according to their paybill in the previous year. Employers would
thus have an incentive to settle below the average and this would

put downward pressure on settlements.

Objective. To reduce pay settlements.

Problems. Distortion of labour market. Looks 1like an incomes

policy. But note that no need for an explicit pay norm.
Cost. Revenue gain in first year when only penalty income is
collected. Thereafter revenue - neutral. Illustrative scheme

assumed penalties and refunds of £1% billion per year.

Employment. Assuming a scheme on the lines of the illustrative

one reduced earnings growth by % per cent, employment effects
of 40,000 to 160,000, which would reduce unemployment count by

30,000 to 120,000.

Reference. Mr Kemp and Mr Gilhooly notes of 17 September 1985,




ANNEX E

TWO-TIER WAGE BARGAINING

Proposal. A fiscal incentive to encourage the employment of new
workers "outsiders" at lower pay rates than the current rate for
the Jjob received by "insiders". The incentive could be paid either
to employers to encourage them to adopt such schemes, "outsiders"
to encourage them to accept lower pay, or "insiders" to encourage

them to accept erosion of the rate for the job principle.

Objective. To reduce marginal employment costs.

Problems. Likely wunion resistance; abuse (employers recycling

each others employees).

Cost. If employers were paid the subsidy at Layard rates (£80
per week) we could expect a minimum Exchequer cost of £5,000 per
net Jjob and £15,000 per person off the unemployment count.
Substitution of new employees for existing employees would tend

to increase this.

Employment. Depends on take-up.

References. Mr Gilhooly 29 July 1985

Mr Monck 16 August 1985
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CONFIDERTIAL
From: J ODLING-SMEE
9th January 1986

SIR PETER MIDDLETOR
cc Sir Terence Burns
Sir Geoffrey Littler
Mr Scholar
Mr S Matthews
Mr Riley

OECD OF UK POLICY

You asked what the OECD have said about monetary and fiscal policies
in the UK in the light of the following sentence in the Bank's paper for
Chevening:

"We believe that this perception is shared by a growing body of
market analysts and will have increasing impact on market
sentiment; and it is shared also by the IMF, who expressed
worries about the mix of fiscal and monetary policies during the
recent consultation, and the OECD, whose estimates also suggest
that fiscal stance in the UK is not tighter than the average of
other OECD countries."

2 The estimates that this sentence refers to are shown in the attached
tables. Table 1 (Economic Outlook December 1985) shows that the financial

deficit in the UK is larger than that in Japan, Germany and France and only
just below that in the US. Table 2 (same source) suggests that fiscal
policy has been eased more in the UK since 1982 than in the average of the
other major six countries, on the basis of the changes in the structural
budget balance. (However, there are serious measurement problems about
this, and one should not put too much weight on these numbers.) The third
table (also called Table 2, from a paper for the WP1 meetling next month)
shows that the level of net public sector debt relative to GDP is
considerably higher in the UK than in other major seven countries except

Italy.

3. The OECD have not been very explicit about their view of the macro-

economic policy stance in the UK. Indeed, only a year or two ago they were



'

CORFIDENTIAL

saying that we had "room for manoeuvre" by which they meant that we should

raise the fiscal deficit. However, the Economic Survey which is coming out

later this month makes various references to tight monetary policy, and

includes the following sentence:

"The failure to reduce the PSBR as much as intended has put

additional pressure on the operation of monetary policy."

There is also a certain amount of comment about the limited meaningfulness
of the PSBR as a measure of fiscal stance given asset sales, North Sea
revenues, etc. But they do not say explicitly that fiscal policy is now, or
is likely to be in 1986-87, too loose.

A J ODLING-SMEE



debt interest payments and income tax cuts for the lower
paid. The Swedish budget for FY 1985/86 aimed at a
reduction in the deficit via both expenditure restraint
and higher revenue. In Switzerland, the central govern-
ment budget deficit is forecast to be about % per cent of
GDP in 1985, with a small surplus in 1986.

Fiscal policy is less restrictive in some other smaller
countries. In Finland, the draft budget for 1986 is mildly
expansionary, with reductions in taxes expected to
outweigh expenditure restraint. In Ireland, the central
government budget deficit is also likely to have
increased in 1985, but the medium-term financial plan
calls for reductions in future years. In Norway, the draft
1986 budget projects an increase in the central govern-
ment deficit (excluding the oil sector) of 0.5 per cent of
GDP notwithstanding quite strong economic growth.
Given the expected substantial decline in the surplus of
the oil sector, the overall surplus of the general govern-
ment sector could be almost eliminated in 1986.

Indicators of budget balances, government claims
on private saving and public debt accumulation

The budget indicators shown in Tables 1 and 2 sug-
gest little further progress in reducing fiscal deficits in
1985 and 1986. The general government financial
deficit for the major seven countries as a group is
expected to have been essentially unchanged in 1985.
This reflects a deterioration in the United States, France
and Canada offset by reductions elsewhere. In 1986 the
deficit is projected to decline slightly to 3.5 per cent of
GNP. The deficit for the smaller countries taken

together is projected to stabilise in 1986 following a
decline of about % per cent of GNP in 1985. By 1986 the
OECD deficit excluding the United States is expected to
be back to the level of 1979 in relation to GNP. This
primarily reflects large improvements in the Japanese
and German budget situations; Italy, Canada, France
and the smaller countries as a group would still have
deficits well above 1979 levels.

The structural (i.e. cyclically-adjusted) component of
the OECD area budget deficit — changes in which give
an indication of the discretionary impulse of fiscal
policies' —after remaining stable in 1985, is projected to
decline marginally in 1986, compared with the esti-
mated ‘s per cent of GNP increase between 1981 and
1984. This apparent modest move towards restriction in
the overall stance of fiscal policy in OECD countries is
likely to go along with some narrowing of cross-country
differences. The structural budget balance in the United
States is expected to stabilise in 1986 after moving in the
direction of deficit by about 2'% per cent of GNP over the
four preceding years. In the six other major countries the
improvement in structural balances is expected to
continue (Canada in 1985 and the United Kingdom in
1986 are notable exceptions), while the aggregate
structural balance for the smaller countries may be
broadly constant over the two years.

As inflation rates are projected to remain stable,
adjustments to budget balances for the effect of price
increases on the value of government debt?, also shown
in Table 2, do not change the conclusions about the
stance of fiscal policy in 1985 and 1986 that can be
drawn from the structural budget balance estimates. On
this “inflation-adjusted” basis, fiscal policy had

Table 1
General government financial balances®
Surplus (+) or deficit (-) as a percentage of nominal GNP/GDP

1979 1980 1981 1982 1983 1984 1985% 1986%
United States +0.6 -1.2 -0.9 -3.8 —4.1 -34 -39 -3.7
Japan -4.8 -4.5 —40 -3.6 =3.5 -2.7 -1.7 -1.1
Germany -2.6 -2.9 -3.7 -33 =25 -1.9 -1.2 -0.9
France -0.7 +0.2 -1.8 -2.7 =3.1 -2.8 =33 =32
United Kingdom -3.5 =35 -2.8 -2.3 -3.7 -3.8 -34 -3.6
Italy 9.5 -8.0 —119 2126 £12.4 ~13.5 -134 -13.1
Canada -1.8 =2.7 -1.6 -5.0 -6.2 -6.3 -6.5 -5.3
Total of above countries® -1.7 -2.4 -2.5 —4.0 —4.2 -3.8 -3.8 -3.5
Australia =22 -1.3 -0.2 0.0 -3.8 =32 =29 -2.5
Austria -24 -1.7 -1.7 -3.2 -3.8 =23 =22 =23
Belgium -6.5 -8.4 -14.2 -12.5 -13.3 -11.3 -10.0 -94
Denmark -1.7 =33 —-6.9 -9.1 -7.3 —43 -2.4 0.6
Finland +0.5 +0.5 +1.3 04 -1.6 +0.2 +0.7 -0.3
Greece -2.4 -2.7 -11.9 -7.3 -94 -10.3 ~-11.6 96
Ireland -10.4 -11.7 -12.7 -14.3 -12.6 -10.5 -12.3 -12.0
Netherlands =37 —4.2 -5.6 -7.2 -6.6 6.4 -5.3 -6.6
Norway +3.4 +5.7 +4.7 +4.4 +3.8 +6.2 +5.2 +0.2
Spain -1.8 -2.0 -3.0 -5.3 -5.3 -5.0 4.8 4.6
Sweden -29 -3.7 4.9 6.1 =5.1 -33 -2.4 -1.9
Total of smaller countries® -2.5 -2.6 —4.1 4.9 -5.5 4.4 —4.0 —4.1
Total of above countries® -1.8 -24 -2.7 —4.1 4.4 -39 -38 -3.6

al  On a SNA basis except for the United States, the United Kingdom, Greece and the Netherlands which are on a national income account basis.

b) OECD estimates and forecasts.
¢) 1982 GNP/GDP wcights and exchange ratcs.
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Table 2 a
Cyclical and structural changes in general government financial balances.’ K
As a percentage of nominal GNP/GDP 1
S
o Ch;ngc in Changc in
. . hange in  inflation- . . : Change in  inflation-
CTCTE;"" Cg‘::ir;ﬁcinm slructt:ral adjusted CP;acrle:lln C{,‘Sﬂﬁfnm slrﬂctgur.;l l.':d_;uslcd n
balance  stabilizers® budget structural balance  stabilizers® budget structural P
balanced budget : balance? budget
balance® balance <
i
United States 1982 -28 -1.9 0.9 -1.5 Australia 1982 +0.2 -0.8 +0.9 +1.1 .
1983 -0.3 +04 -0.7 -1.0 1983 -3.7 -1.0 =27 -3.0 2
1984 +0.7 +14 -0.7 0.7 1984 +0.5 +1.8 -1.3 -1.7
1985 -0.5 -0.2 -0.3 0.3 1985 +0.3 +0.9 -0.6 -0.4
1986 +0.1 0 +0.1 +0.2 1986 +0.5 +0.9 -0.5 -0.2
Japan 1982 +0.4 0 +0.3 0 Austria 1982 -14 -0.8 -0.7 -1.0
1983 +0.1 0.5 +0.6 +0.4 1983 -0.6 +0.1 0.7 -1.4
1984 +0.9 +0.3 +0.5 +0.7 1984 +1.4 +0.4 +1.1 +2.1
1985 +1.0 +0.2 +0.8 +0.9 1985 +0.2 +0.5 -0.3 -1.0
1986 +0.6 0.2 +0.8 +0.6 1986 -0.1 -0.1 0 -0.2 B
Germany 1982 +0.4 -0.8 +1.2 +1.2 Belgium 1982517 -0.1 +1.8 +2.9
1983 +0.8 -0.5 +1.3 +1.1 1983 -0.8 -1.2 +0.4 -0.2
1984 +0.5 0 +0.5 +0.4 1984 +2.0 -0.2 +2.2 +1.7
1985 +0.8 +0.2 +0.5 +0.5 1985 +1.3 0 +1.2 +0.1 @
1986 +0.3 +0.2 0 -0.2 1986 +0.7 -0.2 +0.8 +0.4 ¥
France 1982 0.9 -0.4 -0.6 —0.6 Denmark 1982 -2.2 +0.9 -3.1 =25 G
1983 -0.3 -0.6 +0.2 +0.1 1983 +1.9 +0.2 +1.7 +2.0 B
1984 +0.3 -0.9 +1.2 +1.0 1984 +2.9 +1.4 +1.6 +1.8 l;
1985 -0.5 -0.5 0 0.1 1985 +2.0 +0.4 +1.5 +1.4
1986 +0.1 -0.2 +0.3 +0.2 1986 +1.7 +1.3 +0.5 +0.1 It
United 1982 +0.5 -1.0 +1.5 +0.2 Finland 1982 -1.7 +0:1 -1.8 -1.5 c
Kingdom 1983 -1.4 -0.1 -1.3 -2.6 1983 -1.2 +0.1 -1.2 -1.1 Fi
1984 -0.1 +0.3 04 0.4 1984 +1.8 +0.1 +1.7 +1.9
1985 +0.4 +0.2 +0.2 +0.2 1985 +0.4 +0.5 -0.1 0
1986 0.1 +0.3 -0.5 0.8 1986 -1.0 -0.3 -0.7 -0.6
Italy 1982 0.7 -1.2 +0.6 -0.2 Greece 1982 +4.6 -0.7 +53 +4.9 U
1983 +0.2 -1.5 +1.7 +1.9 1983 -2.1 -0.7 -1.5 -1.7 1
1984 -1.2 -1.0 -0.2 -2.0 1984 -0.9 +0.1 -1.0 -0.7 C:
1985 +0.1 0 +0.1 .4 1985 -1.3 -0.3 -1.0 -0.2
1986 +0.4 -0.1 +0.5 -1.1 1986 +2.0 -1.3 +3.2 +4.5 F"
Canada 1982 -34 -30 -04 03 Ireland 1982 -1.6 -3.1 1§ -0.2 U
1983 -1.2 +0.5 -1.7 -16 1983 +1.7 -2.8 +4.5 +2.0 It
1984 0.2 +0.8 -1.0 0.9 1984 +2.1 +0.2 +1.9 +1.7 C
1985 -0.2 +0.7 -0.9 0.7 1985 -1.7 -1.2 -0.5 -1.5 T
1986 +1.3 +0.3 +1.0 1l 1986 +0.2 +0.2 +0.1 +0.1
Average of 1982 0.2 -0.7 +0:5 +0.1 Netherlands 1982 -1.6 -1.6 0 -0.2
major six 1983 0.1 0.5 +0.3 0 1983 +0.6 +0.1 +0.5 -0.8
(exciuding 1984 +0.3 0 +0.3 +0.1 1984 +0.2 +0.5 -0.3 -0.3 U
United 1985 +04 +0.1 +0.3 +0.3 1985 +1.1 +0.6 +0.5 +0.3
States)/ 1986 +0.4 0 +0.4 0 1986 -1.3 +0.5 -1.8 -2.1 e
Average 1982 -1.5 -1.3 -0.2 0.6 Norway 1982 -04 -0.9 +0.5 +0.6 G
of major 1983 -0.2 0 -0.2 0.5 1983 0.6 +0.8 -1.5 -1.4 F.'
seven 1984 +0.5 +0.7 -0.2 -0.3 1984 +2.5 +0.8 +1.6 +1.5 U
countries/ 1985 0 0 0 0 1985 -1.0 +0.5 -1.5 -1.6 It
1986 +0.3 0 +0.2 +0.1 1986 -5.0 +0.1 -5.1 -5.2 (&
Average of 1982 -14 -1.2 -0.2 —0.5 Spain 1982 -23 -0.5 -1.8 -1.4 F
total OECD 1983 03 -0.1 -0.2 0.5 1983 0 -0.1 +0.1 +0.2
countries/# 1984 +0.5 +0.7 -0.1 -0.2 1984 +0.3 -0.1 +0.4 +0.6
1985 0 0 0 0 1985 +0.2 -0.3 +0.5 +0.4
1986 +0.2 0 +0.2 +0.1 1986 +0.2 0 +0.2 +0.5 ;
Total of 1982 08 -0.7 -0.1 +0.1 Sweden 1982 -1.2 -0.8 -0.3 +0.7 lJ.
smaller 1983 0.6 -0.2 0.4 -0.7 1983 +1.0 +0.4 +0.6 +0.8 -ﬁ
countries/ 1984 +1.1 +0.6 +0.4 +0.5 1984 +1.8 +1.0 +0.8 +1.3 G
1985 +0.5 +0.3 +0.1 0 1985 +0.9 +0.4 +0.5 +0.7 F
1986 -0.1 +0.1 -0.2 -0.2 1986 +0.5 -1.0 +1.5 +1.6 U
It
al OECD estimates and forecasts. C
b) A positive sign indicates a move towards restriction (surplus); a negative sign indicates expansion (deficit). A plus sign therefore indicates public
expenditure cuts and tax increases . Column | corresponds to the year-to-year changes in financial balances shown in Table 1 . T
¢)  “Built-in-stabilizers™ represent the cyclical component of the budget deficit or surplus, estimated as the reaction of the budget to variations in real GDP around the

trend growth of productive potential.
d) Reflects both deliberate policy actions and fiscal drag. b
e/  Adjusted for the impact of price increases on net outstanding government debt. /
f) 1982 GNP/GDP weights and exchange rates.
g/ For the eighteen countries shown in the Table.
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COMMHULRTIAL

AGENDA

. Lie THE POLICY BACKGROUND TO THE 1986 MTFS

[references are to Sir T Burns' paper]
pap

(a)

(b)

)

(d)

Introduction (paragraphs 1-10)

Assessment of economy's progress since
1979 - comparison with 1975-79; success in reducing

money GDP - improved output/inflation split (but

still worse than for OECD 6) - excessive real earnings
growth, higher productivity - large rise in
unemployment. Is the analysis in paras 1-10 accepted?

The Medium Term Prospect (paragraphs 11-25)

Scope for output growth consistent with declining
inflation is now revised upwards and put at about
2%% (para 25) a year. Does this seem a reasonable
meditim . term - projection, ' takinhg.  proper..account’ of
the prospects for productivity, labour supply and
the North Sea (para 18-and Table 8); the beneficial
movements in commodity prices (paragraph 14 and 22);
as well as the continuing failure . of  the labour

market to adijust (paras 8-%9 and Table 8 of the Annex)?

Inflation objectives (paragraphs 28-34)

Shoulde we  stilcki‘to. ‘the: profiflc o33 nflationiby
1988-=89,;:, fand 253 by 1989=90}2 How' important . .is
it to ensure that this is achieved? - Is the proj

path of money GDP sufficient. te secure 1t?

Role of mcney GDP and monetary policy

(paragraphs 35-45)

It ‘is not  proposed to discuss the presentation of
monetary policy and money GDP in detail at this
stage; there are a 1lot of technical questions to
be - sorted out first. The wusual. procedure 1is to
return.. to . this “at . asx. later stageiini. the context “of
the MTFS chapter of the FSBR.

ket et st B
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The overall stance of policy (paragraphs 46-56)

Is the assessment, that the overall policy stance
was eased in 1983-84, tightened in the first few
months of 1985 and needs no further tightening for

the year ahead (still?) accepted?

Balance of fiscal and monetary policy

(paragraphs 57-77)

i) If the ' need " to  svoid. . sterling ‘weakness “and
to apply downward pressure on earnings, the rapid
growth of £M3 and high world interest rates point
to a cautious approach towards monetary policy,
do the short term arguments, together with the
unexpectedly sharp North Sea revenue decline, suggest
(as paragraph 67 indicates) that an easier fiscal

stance might be desirabl/possible?

(ii) Or is monetary policy now uncomfortably tight,
with a real exchange rate and real interest rates
high in relation to our competitors'? Would a tighter
fiscal 'stance offer ' the prospect of  lower. dinterest

rates?

(iii) We have acknowledged that asset sales are

taken ipto:account. in isetting: the: PSBR;. and:  our

presentation (eg in the Autumn Statement) has begun
to show them separately. Do the higher receipts
in - prospect point (paragraph 73) to a much lower

PSBR than planned in the 1985 MTFS? What weight

should ‘be. given. to' the wother ‘argunients “for  fiseal

caution - the undesirability of a boost to
consumption, and worries about debt interest,
. confidence, and loss of room for manoeuvr«

(paragraphs 74-77)2



¥k +
Lvn-.-.._.-!nl'sM

PSBR arithmetic for 1986-87: balance of arguments

(paragraphs 78-94)

(i) Should the PSBR for 1986-87 be in the range
£6-7% billion?

(ii) If so, where in the range?

(iii) What working assumption should we adopt at

this stage for the scale of the fiscal adjustment?

(1x) Is it agreed that macro-economic considerations
do .not  give +any . decisive pointers to . the use of

the fiscal adjustment next year (paragraphs 92-94)?

(v) If oil 'prices . fall 'sharply higher " interest
rates would be needed to keep monetary conditions
on track and 1limit the fall in the exchange rate.
In these circumstances should non-North Sea taxes
(fuel duties?) be raised to 1limit the 1likely rise

-

=
in/interest rates and| the PSBR?

-— -t

EMPLOYMENT AND ENTERPRISE ISSUES

[references are to Mr Monck's paper]

Paragraph 56 poses the main questions for discussion:

(a)

In the light of the unemployment position and prospect
(paragraphs 1-9), the scale of the existing special
employment measures (especially those in the 1985
Budget whose effects have not yet come through fully),
and the need to hold to the public expenditure plans
and reduce taxation, is there any need for a further
public expenditure package of employment and
enterprise measures? (Note that our Budget arithmetic
will have to show any such extra public expenditure
being financed not from the fiscal adjustment, but

from within published spending plans.)

o
L
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(b)

(')

What is the scope for definitional change
(paragraphs 17-18 and 26) or administrative measures,
eg removing earners and drawers or those languishing
on the count (paragraphs 21-27)? Should we make
all possible progress with these measures - which
will require work with the Department of

Employment - in any event?

If there is a need for a package

£x:) should its scale be swehi” that it wislcan
realistically be charged to the Reserve for 1986-87
and fitted within the planning total for later years
(note the projection in Mr Evans' submission that
the Reserve will not be able to accommodate this
and other likely demands in 1987-88 and 1988-89)?

(ii) should the measures be taken from Lord Young's
November 1list - ie those in the top half of Table 3
(paragraph 31), with their 'enterprise' bias - ie

— Enterprise Allowance (Annex B paras 2-3)

— Loan Guarantee Scheme (ibid paras 4-5)

— New Workers' Scheme (paras 6-11) P

' — Derelict Land Grant {parasii2i-29) = o »l'

— more fraud staff?

Shouldi . those . in the. bottom “halfi of/ithe “Table: “be
rejected - ie the remainder of Lord Young's November
proposals:

— extending the pilot measures for the long-term
unemployed (Annex B paras 8-11);

— more Community Programme places (paras 13-16);

— extension of the Technical and Vocational
Education Initiative (paras 18-19);

— and almost all of the ERESS proposals
(eg introducing a Building Improvement Programme,
extending the Urban Development Programmec,
expansion of Job Release and Job Splitting

Schemes).



(d)

(e)

(£)

(g)

Given the importance of pay, the poor labour market
adjustment performance of recent years and the
increased profile of the pay and jobs connection,
would it be worthwhile, if only to buttress our
exhortatory efforts, to consider a scheme of the

Sam Brittan variety (paras 36-39)?

Is there an employment case for a general reduction

in the CT rate or in employers' NICs?

Should profit-sharing (Weitzman) be pursued, for
substantive or presentational reasons (paras 41-42;
other relevant papers are Mr Monck's submission
of.- 16 August, Mr Isaac's of '12 December, PS/FST's
minute of 20 December and Mr H J Davies' of

2 January)?

Which of the minor measures in paragraphs 44-45

look worth pursuing? Viz:
(i) Small Business Investment Companies

(ii) Cooperatives - increase in maximum shareholding

L

— reduction In registration char

e

Q

- access to profit-sharing schemes

(Mr Farmer's submission of 20 December)

(iii) Training Loan Pilot Scheme

(iv) Exempting Enterprise (and Jobstart) Allowances
from tax (Mr :Elliott's submission of

25 November)

(v) Increase VAT limit beyond indexation.

R
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TAX ISSUES

[reference

(1) Gene

s are to Mr Monger's paper, except where stated)

ral Approach

(a)

(b)

(2) Exci

The tax issues . need to be approached against
the background of the earlier discussion under
1(g) above together with the preliminary prospects
for expenditure and revenue indicated in Mr Evans'

note on the Winter Forecast.

The main tax questions are identified in paras 3-5

of Mr Monger's paper:-

(i) theiroverall “sceope for lncome. tax ‘ecuts,

from rate reductions or threshold increases

oriboth;:
(ii) whether additional revenue might be raised
through higher indirect taxes, either by

over-indexation of excise duties, Or#x by .. .an

increase in the VAT standard rate;

(iii) what other major changes - on, for example,
CRE, . stampiiiduty, " BES,vipension fonds,  surpluses,
charitable giving - "are to be included.

se Duties and VAT (paragraghs 15-18)

(a)

(b)

Should we set an overall 1limit on the impact

effect of the Budget measures on the RPI?

Should we . take . an ‘interim 'decision = interim
until the major decisions have been taken - to
aim for some overall over-indexation on the
excise duties (1% times revalorisation ‘on all

duties increases the RPI by 0.6 per cent compared
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with 0.4 per cent for straight revalorisation;
and raises £370-£385 million)?

(c) Is there a case for higher, or lower increases

for specific duties -

(i) bigger increases in derv and petrol and

tobacco duties (Sir A Fraser, paragraphs 7 and 8)?

(ii) smaller changes in VED (Mr Ridley wants
no. change ‘for cars .and a reduction for lorries,
perhaps made up for by extra increases in fuel

duties) (Sir A Fraser, paragraph 8)?
1 235 more lenient treatment (Sir A Fraser,
paragraph 6) for drinks, and all the main drinks

to get the same treatment?

(d): Should the VAT : rate be ~increased  and,  if " so;

by how much?

(e) Should there be any VAT excmption for charities

(Sir A Fraser, paragraph 4)?

(:35) Personal Income Tax

(a) The balance between increased allowances and

cuts in the basic rate (paragraphs 7-10)

(19) To what extent does the case for giving
preference . to.'a basic rate cut this.year :(over
a further increase 1in allowances) depend c¢n
the prospect (and cost) of a substantial increas-
in allowances accompanying the move to

transferable allowances in 199072
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(b)

{c)

(ii) Have the Fowler reforms permanently altered
the balance of advantage between action on

allowances and on the basic rate (paragraph 8)?

(iii) What 1is the minimum acceptable increase
in allowances - 5% per cent (prices indexation)
or 7 per cent (earnings - the minimum necessary
to avoid an increase in the number of taxpayers
and Inland Revenue manpower)? What might be

adopted as a target increase?

{iwv) What 1s the minimum acceptable cut 1in
the i “basic ' raté = is “anything. dess: <Bhan . 'a:-2p
cut  worth 'doing? What might be adopted as a

target cut?

What changes to the higher rate structure are
worth considering (paragraph 11, and Annex 7

to Mr Blythe's paper)?

(i) simplification,’ by stretching’ ont the rate
bands (including ' ‘the ' ‘relatively short  first
slice of £3000 at 40 per cent), on a
revenue-neutral basis? Would the resultant

pattern of gainers/losers be acceptable?

(ii) should such restructuring be combined with
restriction of mortgage interest relief to the
basic rate (paragraph 12)?

What other personal tax changes are runners:

1) Is «it confirmed that a reduced rate band

is ruled out (paragraph 13)?

(ii) An increase in the mortgage interest relief

ceiling (paragraph 14)?
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(iii) An in car benefit scale changes

(paragraph 14)?
it confirmed that relief for domestic

(iv) Is

employees is ruled out (paragraph 14)?

(paragraph 19 and Annex 4)

(a)

(b)

{ic?)

Is it confirmed that there will be no changes
in the basic CT structure announced in 1984?
Can :-the - Ernst and  Whinney:  Study-' be “ignored

(Mr Bush's paper of 30 December)?

Is!ithere @ casge . for help *to the small* firmsy

unincorporated sector (Annex 4, paras 12-13) -

eithenl (1) a7 cutin sthelsmall S fitms i CTiarate

(if “the'basic rate .of income ‘tax isscut)?

(i1)

Timit?

or an increase in the small companies profit

Mining and oil allowances -

EGHES e

&

in the North Sea fiscal regime

agreed that there should be no change

(paragraph 21)?

(i1) would it be worthwhile to include a statement

on the: tax - treatment “of incremental projects

(paragraph 21)?

Capital Taxes

(a)

(b)

Should the Capital Transfer Tax lifetime charge
be abolished (paragraph 22)?

Is 1t confirmed that there should be no major

changes in Capital Gains Tax in 1986?

10
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(7)

C{s_--*v\» e
‘ . SR
Nl ¢ ) s 3

H
k]
i b ae adem

(c) On Stamp Duty (paragraph 24) -

(1) is it agreed that reduction/abolition
of .duty. on: Share ‘'transactions by individuals/

institutions is desirable?
(11) should this be revenue-neutral, and if
so, what offsetting changes can be made to gilts

and to other city financial transactions?

(iii) what other changes should be made - eg duty

on houses, on capital duty and unit trust duty?

(iv) what scope 1is there for an alternative

tax on financial services (paragraph 25)?

Pensions and Saving (paragraphs 26 and 27)

(a) What action. . should.be= i taken :thisi - year - on
surpluses? Isizi st «iconfirmed ithats wactioni . ¥on

personal pensions is for 19872
(b):Is. Bhare < A3 ease WEGr d_further teanche .. of
tax-privileged savings possibly linked to

retirement or targeted on equities?

Enterprise and Employment: tax measures

(a) Mostly considered in the discussion of Mr Monck's
paper; but provisional decisions on Business

Expansion Scheme have been taken (paragraph 28).

(b) Are the changes to employee share schemes 1in

paragraph 30 accepted?

—



(8)

(a) "Should the' £10;

S

Charitable Giving (paragraphs 31 and 32)

000 1limit on higher rate relief

for covenants by individuals be abolished, and
should 'private indirect' charities be excluded?
(b) Should any of Sir Adam Ridley's suggestions

be taken further

(1) ZeT retiefef

(ii) encouragem

(iil) partial
individuals?

4. Next Steps

(1) What are the priorities fo

(2) Does the following outline

31 January

13 February

21

February

3-7 March

14 March

18 March

or single gifts by companies?

ent for payroll giving?

tax wrelief ~for - single s gifts . by
r further work?

timetable look acceptable?

Report of the Winter forecast
Cabinet discussion  of economic
ProsSpects

First draft of Budget Statement
and FSBR
Deadlines for decision on main

tax changes

Final":draft .of- :FSBR- 'and. . Budget

decisions

Budget Day

12



(3) Which Ministers

should be seen (last year: S/S Environment,

Transport, Employment, Home Secretary, Minister of

Agriculture)?

Lord Young

Mr
Mr
Mr
Mr

Ridley
Fowler
Brittan (who has asked for a meeting)

Baker

(4) Anything to be added on the presentation of the Budget?

(5) Any other points?
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RESTRICTED
From: MISS E A CLARKE
Date: 9 January 1986
CHANCELLOR Cce Chief Secretary

Financial Secretary
Economic Secretary
Minister of State
Sir Peter Middleton
Sir Geoffrey Littler
Sir Terence Burns
Mr F E R Butler

Mr Cassell

Mr Scholar

Mr Monck

Mr Cropper

Mr “ Lord

Mr H Davies

Mrs Lomax

Sir Lawrence Airey - IR
Sir Angus Fraser - C&E

CHEVENING: SATURDAY 11 JANUARY AND SUNDAY 12 JANUARY

I attach the programme for Chevening.

2% Dress for the weekend is informal, with lounge suits for dinner

on Saturday evening.

3. For Christian names please refer to my minute of 11 December

1985. There is one addition: Mr Mike Lomax.
MISS E A CLARKE

Assistant Private Secretary
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H.M. CUSTOMS AND EXCISE

;;g;’ KING’S BEAM HOUSE, MARK LANE
3}%:5 LONDON EC3R 7HE -
Please Dial my Extension Direct:
Use Code (01)-382 followed by
Extension Number 5.¥.<.4....
From: P G WILMOTT
Date: 9 January 1986
PRINCIPAL PRIVATE SECRETARY ce PS/Chief Secretary

PS/Financial Secretary
PS/Minister of State
PS/Economic Secretary
Sir P Middleton

Mr Cassell

Mr Monger

Mr Scholar
CHEVENING : INDIRECT TAXES
1% Here is the additional information requested in your note of 6 January.
Tables
2 The effects of a combined excise duty and VAT rate change are complex.

There is a risk of double counting - whether of revenue effects or of RPI impact
effects - if the two changes are not kept separate. But for the consumer it is
the price effect that matters, and here of course an aggregate figure must be

given.

3. I attach a new table (Table 4) to go with Sir Angus Fraser's minute of 20
December. It shows for the main excise commodities the price changes to be
expected from revalorisation and multiples of it. If VAT stays at 15 per cent,
the only VAT effect is the extra revenue generated by the additional excise duty.
But an increase in the standard rate generates extra VAT on the whole of the

(duty-inclusive) retail price. There i3 thus a significant difference not just in

the size but also in the nature of the price effects at different VAT rates. This
is because excise duty increases with a constant VAT rate produce price changes
that hold good whatever the selling price of the goods. But to quantify the
effect of a combined duty and VAT change it is necessary to choose an ill-

ustrative price, and the effect quoted will not then be universally applicable.

Internal circulation: CPS, Mr Knox, Mr Jefferson Smith, Mr Bone, Mrs Hamill

2CRET
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The price effects shown in Table 4 for a 16 per cent VAT rate have assumed
typical prices (which are shown); but these would probably not be the figures

applicable at Budget time, as the price of some commodities will rise between now
and then.

4, The simplest convention to adopt for the calculation of revenue and RPI
effects is to take the excise and VAT changes Separately. If VAT goes up;~it will
do so on all Vatable commodities, and the total revenue and RPI impact effects
will be as shown in Table 3B of minute of 20 December. The revenue yields quoted
in Table 2 of minute of 20 December for the various excise duty options include -
as is our convention - the yield from consequential VAT at 15 per cent (ie the
VAT on the extra duty): so this is not counted in the figures quoted in table 3B.
"Mixing and matching" elements of table 2 with the VAT effects in Table 3B will
give a reasonably accurate guide to overall effects, and although in practice
there would be some (quite complex) revenue interactions between simultaneous tax
changes, the effects would not be significant enough to invalidate this approach
for broad planning purposes. The RPI effects quoted can in any case be combined

at will for any package to give an accurate total impact effect.

S An example might make this easier to follow: an overall package of

one-and-a-half times revalorisation plus VAT at 16 per cent would look like this

Full
year
. yield RPI impact
(£m) effect (%)
drinks 250 0.20 )
oils 490 0.19 )from
VED 195 0.08 Jtable 2
tobacco 210 0.18 )
VAT 925 0.50 from table 3B
Total 2070 1.15

()
o
@)
' §)

;
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Cigars and pipe tobacco

6. The revenue at stake here is of course too small to be significant in the
planning of overall options. But these duty changes do have some presentational
impact. Our starting point for assessing changes in excise duties is the
"sensible presumption" that their real value will be maintained from one Budget
to the next. Most excise industries have come to see this presumption as the
norm. Pipe tobacco manufacturers are probably the exception as there has been
no duty increase since 1982. The real value of the duty level has declined by
etting on for 20% since then (and the real value of receipts by more, because
of the continuing fall in consumption). As tax-collectors we are not generally
in favour of the withering away of duties, and in the absence of a policy
decision to revalorise pipe tobacco duty we think the industry may assume that
the real value of the duty is set to fall for the foreseeable future. This sort
of concession could easily become a 'right', and this year may be the one in

which to remove that impression.

s The concession for cigars is less entrenched, as last year was the first
standstill for some time. However, we have yet to see any evidence that the
sensible presumption should not apply again in 1986 and, in its absence, we

would recommend that revalorisation should be the first resort.

Q. The effect of previous concessions persists, of course, in the lower base
from which subsequent rises are made. And presentationally, if you chose to
over-index the duty on cigarettes, revalorisation for cigars and pipe tobacco
would not constitute special treatment: it would be cigarettes which were being

specially treated.

Drinks

9. Our recommendation that all the main drinks should receive the same
treatment follows from the arguments in paragraph 6 of Sir Angus' paper. Beer
is the major revenue-raiser among drinks and the duty has been over-indexed in

3 of the last 5 Budgets, with the result that it is now 27% higher in real

S5ECRET
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terms than in 1979. Consumption is sluggish (down 1% in the first 11 months of
1985 compared with the same period in 1984). By contrast the real level of
spirits duty has fallen 21% in that time. Although sales of table wine are
buoyant, its duty rate is inextricably linked with that of beer. Our view is
that further compression of relative duty levels would be undesirable this year
since that would entail either a further squeeze on beer or a further decrease
in the real value of the spirits duty, or both. And principally because of our
views on beer, but also to a lesser extent because of our assessment of the
taxable capacity of most drinks other than wine, we do not regard alcoholic

drinks as such good candidates for over-indexation as road fuels and
cigarettes.

P G WILMOTT

m
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Table 4: PRICE EFFECTS

(pence)
(UNIT)(1) Revalorzz) 1 V2 times twice Typical
VAT RATE isation revalorisation revalorisation prices
Beer (p/pint) 78
15% Va2 1.7 2.3
16% 1.8 4 3.0
Wine (70cl)
table 179
15% 4.3 6.5 8.7
16% 5.9 8.1 10.3
sherry 392
15% 1S 152 15.0
‘ 16% 13.0 14.7 18.5
' port 539
15% 8.6 13:0 1 e
16% 13.4 17.8 22.1
sparkling 979
15% 742 10.8 14.3
16% 15.7 19.4 23.0
Spirits (75c1)
15% 29.9 by.q 59.9 779
16% 370 52.1 67.1
Tobacco | (20KS) ‘ 137
15% 4.5 6.8 9.0
16% 6.1 8.4 10.7
Petrol (gal) 192
15% 52 T 1053
9D . 16% 6.9 9.5 12.1
" Derv (gal) (3)
excl VAT 3.8 5.7 76 163
15% 4.y 6.5 8.7 188
16% 6.0 8.2 10.4
VED (cars and
light vans])
no VAT £5.50 £8.25 £11.00 £100

(1) Includes total effect of increased VAT, assuming typical prices shown.
(2) Revalorisation assumed to be 5.5%.
(3) VAT registered traders can reclaim any VAT paid.
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. FROM: ROBERT CULPIN
DATE: 10 JANUARY 1986

CHANCELLOR cc CST
FST
EST
MST
Sir P Middleton
Sir G Littler
Mr F E R Butler
Sir T Burn
Mr Cassell
Mr Monck
Mr Scholar
Mrs Lomax
Mr Cropper
Mr Lord
Mr H Davies

THE PRESS BEFORE THE BUDGET
Sir Peter Middleton asked me to do a note for Chevening.

Background

2% We go into the Budget much stronger than last year. At the
beginning of 1985, inflation and unemployment were unequivocally
rising, the pound was on a toboggan, and interest rates were heading
to 14%. Miners were striking. We were about to launch a Public

Expenditure White Paper with its head in the sand.

3a This followed a bad autumn. You had an unfortunate Party
Conference and poor receptions in the House. Thanks to the student
grant row, it took a police escort: to get us back from a TCoC
hearing. We were forced before Christmas into a reassurance about
pension lump sums, and then faced non-stop lobbying from special

interests on VAT.

4. Our credibility was low. The rhetoric was of battening down

the hatches.

5 We have turned much of this around. And although this week

has seen interest rates and unemployment up, Wednesday's action
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h.clearly strengthened our credibility.

6. We may now be in for one of those happy periods when inflation
and unemployment both fall. I think it would be the first time
this has happened for 8 years. We should have a favourable
background against which to present the Government's policies.

A small cloud is that RPI inflation will be rising after the summer.

T I see no real problem about monetary policy. People say it
is unclear, but know quite well what puts interest rates up, and
what lets them come down. We must have another go at explaining
it in and around the Budget, as we discussed this morning. But
until then, we rest on the Mansion House speech, and the evidence

that you mean what you say.

8. On fiscal policy, we have succeeded in dumping the fiscal
adjustment, and we are no longer arguing (much) about infrastructure
versus tax. Some still think there is a choice between letting
people keep more of their own money and doing something about
unemployment - and the CBI's Budget representations won't help.
But in the main, most people assume the priority to be tax. There

are two simple questions: how much and what measures?

Amounts

9. The consensus expectation is tax reductions of about £2 billion.
That is what our survey of outside forecasts shows. It is 'also
what we read in the papers. Give or take about £% billion, it

is the figure most journalists mutter to me.

105 On average, the outside forecasters assume that £2 billion
of tax cuts will leave the PSBR at about £8% billion. So if they
were to constrain it to something 1like the Red Book figure, the

implied fiscal adjustment would only be about £1 billion.

] b I8 This precision is spurious, if only because the average
forecast does not take full account either of the fall in oil prices

or of the acceleration in the privatisation programme. Nor is



CONFIDENTIAL

it’ sum I have seen in print. But journalists have the impression
that the consensus estimate is edging down: they now put it at
£2 billion or less, rather than £2-3 billion.

122 So if the Budget were to reduce taxes by a net £2 billion,
my customers would not be surprised. Significantly more or less

and they would be.

33 This 1is not to say they would describe fiscal policy as
unchanged. Most would see it as a mild easing, taking privatisation

proceeds into account: sub-sub-Reaganomics.

14. I we  tookei#E2 billion': .offl taxes ' fand, seti'.the .. PSBR . at
£6%-7 billion, consistently with our 1last forecast, the surprise
would not be the figure for taxes but that for the PSBR. To most
of my customers, it would look implausibly low. A major reason,
of course, is that most outsiders doubt our public expenditure
figures. The first essential in the run-up to the Budget will
be to persuade people next week that the Public Expenditure White

Paper is realistic.

15. It is helpful that the consensus expectation for tax reductions
is coming down. The only specific contribution we have made to
this is to state the obvious - that lower oil prices mean lower
revenues. You have said that in the House, and we should clearly

go on saying it.

1:6 If you wanted me to go further, I could draw attention to

the arithmetic in paragraph 10, and remind people how relatively

small previous fiscal adjustments have been. But this is a delicate
game. While it would suit us politically to 1lower expectations
further - and I rather 1like the figure of £1 billion - anything

which comes as a nice surprise to taxpayers risks being a nasty

surprise to markets.

17. I think the line should be this:-

- we are giving no estimate whatever of the fiscal adjustment

for any assumed PSBR
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’ - you have acknowledged that lower oil prices mean lower revenue

- on the fiscal stance, you have told the FT to wait for the

Budget, but said prudence will continue to be your watchword

18. If Jjournalists speculate about the PSBR, adjustments for
privatisation proceeds and so on, we should simply acknowledge

what is already on the record:-
- the Red Book is a starting point

-~ the path for borrowing has always taken "account of important
influences such as the pattern of North Sea o0il revenues,
and the 1level of asset sales arising from the privatisation

programme" (1984 Budget Speech)

"there is nothing sacrosanct about the precise mix of monetary

and fiscal policies" (1985 Budget Speech).

The object should be to confuse them.
Measures

19. On measures, we face some problems of success. We have ended
speculation on many, so it has narrowed to few. You have done
companies and national insurance, ruled out VAT extension, and
remitted personal taxes to a Green Paper. No one believes you
could make much headway on mortgage relief or pensions (surpluses

apart) .

20 The popular question is rates versus thresholds. People
have had thresholds dinned into them over the last few years, but
you are now seen as a rate cutter. The links with Fowler and with
transferable allowances have both bheen made (especially by Hogyg
and Raphael). There is some expectation of what John Cole called
the old "tanner off".
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21‘ The line on this is clear:

- rates and thresholds are both important
- the Government has reduced one and raised the other

- the first thing to establish is whether we can afford either

225 An increasing risk is that, looking further ahead, colleagues
will start describing to journalists umpteen "better" ways of using
£5 billion than to introduce transferable allowances. Most of
these will be ways of spending more. If this happens, we shall
just have to repeat that the only question is what form any tax

reductions should take, if any can be afforded.

23.. These issues apart, interest focusses on what more you can
do to improve the labour market and the prospects for employment.
People expect more of the same on special employment measures.
Some are touting marginal employment subsidies or inflation taxes

or incentives to profit sharing.

24. The most difficult conversation I have is with people who
support or understand the Government's policy. "OK, you set the
nominal framework and leave the split to the market. OK,

unemployment has much more to do with real wages being too high
than with macro policy. But the 1labour market manifestly isn't
working properly. After six years of non-accommodation, union
reforms and micro measures, pay is rising well above market clearing
rates, and those with jobs are expropriating those without. What

are you going to do to make the market work better?"

25. One answer is to build up case by case examples of increasing

flexibility and realism. We are trying to do that.

26 But people will be 1looking for some measure or measures in
the Budget. If, for instance, you could build on previous Budgets
by giving further incentives to profit sharing schemes, it would

be a great help.

27. People are not, so far, speculating about higher VAT to finance
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lo'r income tax.

Conclusion

28.

My present forecast of what journalists will forecast is this:-

- monetary targets for MO (probably unchanged) and £M3

(certainly raised)

- EMS nearer

- some traditional employment measures, plus something or

other to fill the role of NIC restructuring last time

- indexed thresholds: if anything, indexed plus rather than

indexed minus

- the usual bundle of taxes going up (?fuel) and down (? stamp
duty)

- whatever reduction in the basic income tax rate you can

afford for about a net £2 billion of tax reliefs

- a PSBR in the region of this year's likely outturn - around
£8 billion - which would be perceived (a) as a modest easing,
given privatisation proceeds, and (b) as a number we would

probably overshoot slightly.

The line on all such packages is blindingly obvious: wait for the
Budget.

7
7z

o

ROBERT CULPIN
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‘ CHANCELLOR OF THE EXCHEQUER

MINISTERIAL BUDGET REPRESENTATIONS

. You have received letters from Lord Young, Mr Baker, Mr Younger, Mr Brittan, Mr Ridley

FROM:
DATE:

CccC

and Mr Jopling. You asked for a commentary for Chevening.

2. I attach a summary chart showing which Minister has made representations on which

taxes. I also attach brief commentaries on the various proposals made.

R PRATT
10 JTANUARY 1986

Chief Secretary
Financial Secretary
Economic Secretary
Minister of State
Sir Peter Middleton
Sir Geoffrey Littler
Sir Terence Burns

Mr Butler

Mr Cassell

Mr Monck

Mr Monger

Mr Scholar MINISTER-
Miss Sinclair e
Mr Haigh w&‘;ﬁ‘
Mr Romanski itk
Mr Cropper

Mr Lord & cv
Mr Davies

PS/Inland Revenue
PS/Customs & Excise

RICHARD PRATT
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(i) Income tax/
NICs

(ii) Excise duties

(iii) VAT

(iv) Business taxes

(v) Capital taxes

(vi) Other

SECRET

MINISTERIAL BUDGET REPRESENTATIONS

- Thresholds rather than basic rate

- Small business allowance

- Deeds of covenant for 17 yr olds

- Landlords repairs to be offset against income

- Relief for charitable donations

- Right to be self employed

- Abolish Class 2 NICs

- less on VED for cars, more on petrol-derv

- VED reduction for lorries

- No increase for unleaded petrol

- Large increase in threshold

- Easement on penalties resulting from Keith

- Remove VAT from buildings & repairs

- No (further) extension to construction or to
water, heritage or sport

Concession on capital allowances for Agricultural
buildings

- Stock relief for Scotch Whisky

- Relief on pre trading R&D

- Widen definition of scientific research

- Scientific Research Allowances for metals

- Retain present treatment of Second hand cost

- Expenditure on restoring land after mining

- CT on Associated companies

- 'Disincorporation’' relief

- Alter tax treatment of EAS receipts

- Concession for oil recovery R&D

- Give 50% ship allowance for 3 years only

- Roll over relief for balancing charges in shipping

- 100% CTT relief for transfer of business assets

- Stamp duty, abolish for shares

- Concessions on stamp duty for house sales :

- CGT exemption for unquoted capital venture
funds

- Farmers to roll over CGT liabilities

- More CGT relief for inflationary gains

- Extension of retirement relief

- Abolish unit trust instrument duty

- Domestic corporate bonds to bear interest gross

- CTT exemptions for land of outstanding interest

- Loans by charities to small businesses should
be regarded as for charitable purposes

- Align break points on car tax with EC emission
directive

- Amend BES restrictions on overseas subsidiaries

Amend BES to accept shares subject to call options

- Allow ship chartering in BES

- increase PIID threshold

- Employee share schemes/Employee controlled
companies

- Forestry - tax concessions for coniferous woodlands
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() Income tax - Nic's,

Thresholds rather than basic rate - DTI

Discussed in Mr Monger's paper.

Small business allowance - DEm

Small businessmen would be allowed to claim a flat-rate minimum expense deduction (saving

paperwork) or actual expenses if greater.

Ministers have already looked at something similar this season albeit primarily in the
context of small landlords: FST decided not to pursue it this year, but to keep it in reserve
as a possible sweetener for an eventual IR 'Keith' package (Mr Williams' note of
21 November). The size of allowance would be a problem: anything large enough to cover
expenses for a useful proportion of full-time self-employed would be expensive in revenue
terms and over-generous in many cases, particularly for part-time self-employed (eg
"hobby" businesses, subsidiary freelance income of full time employees). And the minor

expenses Lord Young has in mind probably do not cause much paperwork in any case.

Deeds of covenant for 17 year olds - Scottish Office

Allow tax relief to students under age of 18.
This has been rejected in previous years, however, as it would mean breaching the principle
of the general law that parents cannot obtain tax relief for children who are minors by

making settlements on their behalf.

Landlords repairs to be offset against income - DoE

Should be allowable against all other income, rather than just rental income.

This would breach general principle that costs/losses resulting from particular activities
should only be offset against revenue from same source, and thus create precedent. The
Chief Secretary has commented that more incentives are needed in this area and he has

some sympathy with Mr Baker's proposal.

Relief for charitable donations - DoE

Support HO proposals to encourage charitable giving (tax relief for single donations etc),

disagree with Lord Young's contention that this would prompt demands for more state aid.
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Right to be self employed

Lord Young is not here asking for major shifts in the employed/self-employed boundary, but

for clarity in the tests applied, and consistency as between IR and DHSS.

Current developments (Mr Prescott's minute to FST of 18 December) aim to publicise the
criteria used to determine employment status; promote consistency of treatment between
DHSS and IR: and resolve such cases of inconsistency as to arise. A progress report was

sent to the Enterprise Unit shortly before Christmas.

Abolish Class 2 NICs for self employed

Entitlement to benefit is earned by the self employed by paying flat rate Class 2 NICs on
earnings over £1925. Class 4 contributions (6.3 per cent of profit between £4150 and

£13780) do not confer benefits but shift the burden to the better paid.

Abolishing Class 2 would either remove benefit entitlement for all those not paying Class 4,
or require wholesale rethink of Class 4 to make it appropriate as a basis for benefit
entitlement. Moreover Class 4 rates of 6.3 per cent would have to be more than doubled to
recoup revenue from lost Class 2 NICs. This would increase their marginal rates and

produce an odd pattern of gainers and losers.

Class 2 NICs were, in any case, reduced last year by £1.25pw. 50 per cent of Class 4 NICs

were made eligible for tax relief.
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(ii) Excise duties

Less on VED for cars, more on petrol-derv - DoT

Mr Ridley proposes an increased proportion of tax from fuel duty, with an equivalent
decrease in the proportion from VED. To be achieved, in 1986, by pegging VED and

increasing fuel duty.

This change would reduce the significance of VED evasion; benefit low mileage users, and

increase incentive for fuel efficiency.
On the other hand, high mileage essential users would be hit. It would be a reverse of last
year's policy. Relying on fuel duties would limit the room for manoeuvre, particularly if a

real increase in fuel duties were made necessary.

VED reduction for lorries - DoT

Mr Ridley proposes a shift from VED to derv and constraint on total lorry taxation to ensure
that it does not exceed lorry road track costs by more than 25 per cent (as at present). This
would imply, for 1986, a 2p increase in derv duty, over revalorisation, and a reduction in
VED of 8 per cent. Overall a reduction in yield of £30m compared with revalorisation of

both duties.

Again, this links taxation to mileage, and is an incentive to fuel efficiency and would help
international competitiveness of UK hauliers. The change would halt the big increases in
the excess of lorry taxation over track costs over the past 3 years (although this reflects the

change in the number and types of lorries more than changes in the level of taxation).

But the policy would be a reverse of that pursued last year and might limit room for

manoeuvre with one tax instead of two.

It would be difficult to pursue different policies for lorries and cars. OQuite apart from
obvious inconsistency, an increase in petrol duty requires an increase in derv duty to avoid
distortion. The latter affects total taxation on lorries and would anyway limit the scope for
VED increases. The Chancellor has commented that Mr Ridley's proposal ignores the
embarrassment of reversing last year's policy. Instead VED for cars should be kept constant
in real terms, with only petrol duty being over-indexed. Derv duty to keep pace with petrol

and extra revenue to be given back by way of a reduction in VED on lorries.



No increase for unleaded petrol - DoE

No increase for unleaded petrol,

This seems premature, not least because DoE themselves have yet to see the results of their

questionnaire on the general treatment of unleaded petrol).



(iii) VAT

Large increase in threshold - DEm, DTI

EC negotiations are most unlikely to be complete in time for decisions to be taken in this
year's Budget. In the longer term, if we gain flexibility, the consideration which would
determine the level of threshold include the compliance costs of VAT for small businesses,
the effects on employment, the revenue loss and the distortions of competition. On
Lord Young's suggestion that very small firms be exempt if we do not get flexibility on the
threshold we would, of course, wish to examine other means of helping small business, but
his actual suggestion is not clear - small firms under the registration threshold would in any

case be exempted, but we would not be able to exempt any larger firms, even selectively.

Easement on penalties resulting from Keith - DEm

The Keith package was a balanced package, replacing criminal sanctions with more certain,
civil penalties. Without penalties compliance would deteriorate. The default surcharge
(which is probably what Lord Young is most concerned about) is needed to reduce the VAT
debt - by £600 million by end 1988-89. Mr Gow gave Mr Clarke an undertaking that his
operation would be reviewed after 1 year. On the keeping of records, the maximum period
was extended from 3 years to 6 years to bring into line with Customs powers to assess
arrears of tax for up to 6 years. The extension of the period also reflects the long period

between visits from control officers, which can be up to 8 years.

Remove VAT from buildings and repairs - Scottish Office

VAT only extended to building alterations in 1984. Reversal now would be unjustified.

No (further) extension to construction or to water, heritage or sport - DoE

The extension of VAT to any of these areas is ruled out by the Chancellor's statement in last
year's Budget Statement that he did not intend to make any further extensions of the VAT
base during the lifetime of this Parliament, subject to our European commitments.
Although the EC Commission is threatening infraction proceedings over our zero-ratings for
non-domestic construction and water, as well as certain other of our zero-ratings, the

Government is publicly committed to fighting the case.



(iv) Business taxes

Concession on capital allowances for Agricultural buildings - MAFF

Allow balancing adjustments for short life buildings only.

The Revenue's forthcoming submission on starter 113 - ABA restructuring - will cover this.

Stock relief for Scotch Whisky - Scottish Office

Support Scotch Whisky Association's proposal for stock relief through a statutory maturation

allowance.
Ministers have previously rejected ideas on these lines., since the reintroduction of stock
relief - albeit for one particular industry only - would run directly counter to the aims of the

1984 business tax reforms, which included the abolition of stock relief.

Relief on pre-trading R&D - DTI

Treating R&D as a trade for tax purposes.

Cost could be considerable if oil exploration included - £25-30m in full year. Dropped last

year, but resurfaced as starter 149: Revenue submission to follow.

Widen definition of scientific research - DTI

Definition of research for Scientific Research Allowance (SRA) clear enough; Chancellor
retained 100 per cent SRA exceptionally, despite removal of most incentive allowances in
CT reforms: no obvious case for extension to development, or testing to demonstrate

commercial feasibility.

Scientific Research Allowance for metals - DTI

Extend SRA to include metals.

If exploring for metals is scientific research, miners can pursue a claim for SRA under

existing law.

Retain present treatment of second hand cost - DTI

The approach proposed in the Consultative Paper (to which DTI object) is consistent with

other capital allowances. However, the FST is considering this point.
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Expenditure on restoring land after mining - DTI

Lengthen the qualifying time limit for expenditure on restoring land to 6 years - after

cessation of trade, rather than 3 years as at present.
Relief for 3 years after cessation of trading is a major concession. If the taxpayer is
continuing to trade elsewhere, which is usually the case, relief beyond 3 years is already

available.

CT on associated companies - DEm, DTI

This is a highly technical point about the rules which prevent CT avoidance by "splitting"
companies (to get them below the "small companies" rate threshold). Long and technical

legislation would be needed to tackle a minor (and avoidable) problem.

'Disincorporation’ relief - DEm, DTI

The Revenue will be minuting on this shortly. Indications are that pressure for this change
has diminished - if only because the 1984 business tax package makes disincorporation less

attractive.

Alter tax treatment of EAS receipts - DTT

Tax EAS receipts separately from trading profits, as under Case VI of Schedule D.
Under consideration as starter 125. Case VI treatment cheaper than exemption, but not
readily seen as beneficial. Conversely exemption could look inconsistent with decision to

tax pilot £20 job start allowance.

Concession for oil recovery R&D - Scottish Office

Use tax regime to encourage enhanced oil recovery R&D, so as to stimulate work for

Scottish platform yards and companies.

Industry has hitherto been unable to respond to the Government's request for evidence to

support the case for this.

Give 50% ship allowance (temporarily - ie for 3 years only) - DoT

Shipping industry already get favourable treatment ("free depreciation", extended last year)

to help with "lumpiness” of investment. Incentive depreciation would cut across the logic of



the 1984 reform, and open the way to "special cases" elsewhere. Cost in the range
£50-£100 million a year from 1987-88 to 1989-90 (for a permanent relief): unrealistic to
expect it could be withdrawn after 3 years. Calculated to hinder Community-wide

reduction in subsidies.

Roll over relief for balancing charges in shipping - DoT

This effectively reintroduces 100 per cent first-year depreciation and so cuts across 1984
reforms. Other "special cases" would want same treatment. Existing "free depreciation”

provision for shipping already gives some help here.
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(v)  Capital taxes

100% CTT relief for transfer of business assets - DEm, MAFF, DTI, Scottish Office

This has been considered and rejected as a starter for 1986: it is, of course, overtaken by

events so far as life-time transfers are concerned.

Stamp duty, abolish for shares - DEm, DTI

A reduction to half-per-cent (Lord Young's fall-back position) is a current starter

(Mr Draper's note of 20 December).

Concessions on stamp duty for house sales - DoE

Move to slice basis, and increase property threshold to at least £35,000.

The slice basis move would be very costly, - well over £200m - although an increase in the

threshold is still under consideration - starter 103.

CGT exemption for unquoted capital venture funds - DEm

Indications are that this would not by itself do much to bring funds back "onshore"; the
industry would also want favourable tax treatment of the returns to fund promoters. BVCA

are focussing their attentions elsewhere this year.

Farmers to roll over CGT liabilities - MAFF

Extend "roll-over" relief to sales by farmers of land to cut borrowing.

IR have been discussing with Country Landowners Association the latter's proposal on this,

but are not enthusiastic about its feasibility; the CLA have gone away to do more work.

More CGT relief for inflationary gains - MAFF

More relief for inflationary gains - eg exemption for assets held over more than 10/12 years.

The idea of such a cut-off is far from new, but has always been ruled out on cost grounds.

Extension of retirement relief - MAFF

a) Reduce restrictions on proportion of land holdings which can be sold off to count for

retirement relief.



IR automatically allow sales of more than 50% of land to qualify; smaller sales are not ruled
out, but are looked at on a case by case basis. Retirement relief rules were made more

generous in 1985 FA, and difficult to justify further relaxation now.

b) Allow retirement relief for agricultural landlords where letting occurs only after

owner reaches retirement age.
This is a variant on an old proposal put forward by the CLA etc. Ministers have not so far
been persuaded of case to extend relief to let assets. It is not clear that the tax system is a

major disincentive to landlords.

Abolish unit trust instrument duty - DTI

Part of stamp duty package; desirable if resources allow, but cannot be regarded as top

priority.

Domestic corporate bonds to bear interest gross - DTI

Unlikely to encourage borrowing in market; could cost £15m per £ billion bonds in issue per

year.

CTT exemptions for land of outstanding interest - DoE

Extend 'douceur' concession for sales of heritage assets to specified general public bodies to
certain non-public nature conservancy bodies. Ministers have always to date resisted this as
setting an unacceptable precedent - no guarantee that the line could be held at the bodies

listed by Mr Baker.
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(vi) Other

Loans by charities to small businesses should be regarded as for charitable purposes - DEm

This was covered in Mr Stewart's note to FST of 13 December (para 35). Modifying the
charity law definition of "charitable purposes" looks unattractive, given the scale of the
likely benefits. Ministers are aware of existing abuse by "money-box" charities. Tax relief
is already available for assistance channelled through approved local enterprise agencies:

relief for the costs of employees seconded to such agencies is a starter for 1986.

Align break points on car tax with EC emission directive - DTI

Already agreed for 1986 Finance Bill, to take effect from April 1987.

Amend BES restrictions on overseas subsidiaries - DTI

Ministers have decided to meet this point, and include companies with overseas subsidiaries

in scheme. Further Revenue paper to follow.

Amend BES to accept shares subject to call options - DTI

No strong objections, subject to watching for avoidance possibilities.

Allow ship chartering in BES - DoT

GCBS would see this as no substitute for action on incentive capital allowances. Legislation
would be difficult and create unwelcome precedents, for leasing and for overseas trades,
outside the shipping field. An overriding limit on BES subscriptions (if that turns out to be

necessary) would effectively exclude shipping anyway.

Increase PIID threshold - DEm

The Chancellor has agreed (Mr Kuczys' minute of 3 January) that the threshold should not be
increased. Administrative simplification (abolition of the form PIIDA 'nil return') will

reduce compliance burdens - but not as drastically as Lord Young would wish.

Employee share schemes/Employee controlled companies - DEm, DTI

a) Encouragement to spread schemes: Ministers have agreed an extension to shares

subject to pre-emption conditions: this should improve take-up among the smaller

companies Lord Young mentions.



SECRET

b) 'Material interest' restriction: FA1984 share option schemes are barred to those with

more than 10 per cent interest in a close company. Extending this to 25 per cent would be

beyond intended target of the scheme.

c) Increased allocation limits: No evidence that limits on all-employee schemes

(significantly increased since first introduced) are much restricting take-up. Most schemes

do not use full ration already available.

d) Employee-controlled companies: Ministers have agreed to allow ECCs (with more than

one class of share) access to employee share schemes. Extension to redeemable shares of

co-operatives is being considered.

Forestry - tax concessions for coniferous woodlands - DoE

Reduce tax concessions for coniferous woodlands.

Although a good idea in principle, this would antagonise the forestry lobby, and Ministers

have hitherto concluded that the taxation of forests should be left well alone.
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FOLLO CHEVENING: WORK PRIORITIES

As I promised this morning, I attach a list of work priorities
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Follow-up to Cheve id%LH@§EE§EﬂJH§T'(LBU£Y riorities

ment and enterprise issues

(1 to pursue with Department of Employment the

ility for scaling down the measures under (f) and

in Table 3 of his paper - ie interviews of long-term
unemployed: extend existing pilots, and Jjobstart, and
extend existing pilot. Aim: to identify a list of measures
whose tota cost could be contained within the figures
\\\ suggeste Mr Monck (ie with gross PE cost of a m&&%&um
vy :
va“/: . of £100m 98687, “and-- £200m in -1987-88 "= &EEESSE?
P24 1 /7 . . i »
?& NJN /|  Lord Young e persuaded to make offsetting savings).
\ R el D AT s L L
ﬂ/\ﬂ ] -J"G Jf\l ; 1, s e/
/I <" (2) chief Secretar gotiate such a package with Lord Young
~ | j ‘ » g i
9/ fis‘ (Mr F E R Butler mit advice on tactics).
“;T\ ; @ Miio”'
G
// Tax issues
(3) IR to produce a paper on posgible changes to higher rates

of income tax. Aim: to reains for those high-earners
who would gain most from~—rbagsidc-rate change, simplify

higher rate structure, avoid reating an awkward pattern

of gainers/losers. Paper shou w effects on up to
10 x average earnings, and possibi of not price-indexing
higher-rate thresholds not to be rulgg oue.

(4) IR to produce a paper on possibilities for a reduced rate
band - the earliest date at which it could be introduced,
some illustrative costings with and wi indexation
of allowances, the manpower consequences, t lications

for the introduction of transferable allowance <§zf®

(5) - IR -to produce a mnote. on' the consideration afl use
of one-half percentage points for the basic rate o me
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tax - in particular on the PAg#@p reduction option.

g

oF

S

IR to produce a paper on stamp duty. Aim: revenue-neutral

package with reduction of rate from 1% to %% on share
nsactions by individuals and institutions, financed
oadening base of tax, including loan stocks but not

ts, introducing a higher rate of duty of at least 1%%
and up to a ceiling of 5% on conversion of shares into
ADRs.

(7) Economicﬁ@etary to investigate possibility of a very
\Y

broadly b ax, at a very low rate, on money transfers.

to devise a to replace existing discretionary IR

(B) IR ta produ@égaper on pension fund surpluses. Aim:

practicey with off point X beyond which there would
beLﬁl‘éa’\%%tion %e a surplus (either by contribution
holiday, benefit change or refund from the pension fund
to the company) and a cut-off point Y beyond which removal
of the surplus would be mandatory:; refunds to involve
an exit charge. Advice required on whether refund of
surplus below point X shbe prohibited: on where
Xijand: ¥ mighbabe iset; s hon w" er there should be a margin

for. .the ‘applicationy of the G standardised assumptions;

on the CT consequences (ringfen 8 net2y)  trandson y—he‘eheg\w\ D2nd
the new régime could be in place ;@?W

(9) Financial Sesretary to work up a package on charitable

giving, on the basis of the abolition  of: the '£10,;,000  Iimit

on higher rate relief, a discretionary scheme to encourage

payroll giving and - possibly - some incenki for single
gifts by individuals and companies. @
(10) Minister of State to investigate possibiliti r help
to charities on VAT. @
2
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Qi;;&l) IR to produce their promised further paper on the Business

<iij> Expansion Scheme

( R to produce their promised further note on Weitzman,

inst the possibility that the Budget will announce
22§>§Fhe government will consult on a scheme on these
ldrfes, perhaps limited to pilot areas.

(13) IR to produce a paper on a minimum tax, indicating the

areas of tax shelter which might be included and the

criterio excluding areas from the list.

(14) IR (Mr Corlhat to develop the approach on tax relief
hi

for savings i inute of 9 January.
(15 ) "ER 780 - produtce Zg r on the beneficiaries of the CTT

reforms.

(16) Financial Secretary to consider possibility of converting

CGT owner-occupier relief into a roll-over relief.

(17) Financial Secretary to pursusigé%%age of changes on employee
share schemes.

o
(18) Financial Secretary to look at ‘possihilities for enabling
co-operatives to have access td pfit-sharing schemes
{para 50(c). = not 'fa) .and (bl =~ of Mrcyonck's paper).

(19) Treasury, IR and C&E to consider scope for new compassionate

lollipops, perhaps for disabled or handicapped.

(20) IR to work up briefing on Ernst and Whinney s ¢

In addition, Sir P Middleton was asked for a ‘Ixa!= on
presentation. @
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APPROACH TO THE 1986 BUDGET: OPTIONS FOR PERSONAL TAX CHANGES

Loy The attached paper looks in detail at a range of possible

options for changes in personal allowances and the basic rate in
1986-87. The aim is to give you a first broad indication of how
the options measure up against the standard criteria, the impact
on our staff numbers, and the consequences for the eventual cost

of changing over to transferable allowances.

2% The options range from statutory prices indexation (5% per
cent on 1985-86 allowance levels) to earnings indexation (7 per
cent on 1985-86 allowances) plus 2p off the basic rate. Revenue
costs on top of indexation range up to just over £2 billion in
1986-87. The note does not look at the possibilities for changes
to the higher rate structure but for completeness copies of our
recent submissions which consider higher rate options in which you

have expressed an interest are attached as Annex 7 to the paper.

cc Chief Secretary Sir Lawrence Airey
Financial Secretary Mr Isaac
Economic Secretary Mr Battishill
Minister of State Mr Rogers
Sir Peter Middleton Mr Pollard
Sir Terence Burns Mr Blythe
Mr Cassell Mr Painter
Mr Byatt Mr Calder
Mr Scholar Mr Crawley
Mr Watson Mr Mace
Mr Monger Mr Lewis
Misg Sinclair Mr Eason
Mr G P Smith Mr Hudson
Mr Haigh Dr Keenay
Mr Cropper Mrs Ayling
Mr Lord PS/IR

Mr Davies

arfloncr
1986
BubEeET.
OPTIoNS
(7.1'4
PERSOMAL

TAY
CRANGES




3 The note shows that at least Option 2A - an increase in
allowances of 7 per cent in line with the assumed rise in earnings
- 1is needed if we are not to fall back against various criteria
compared with the position reached in 1985-86. At a revenue cost
in 1986-87 of £1200 million on top of indexation Option 4A (13 per
cent on allowances) would achieve, or nearly achieve, a number of

presentationally attractive targets including

- single allowance at its highest level since 1973-74 as a percentage

of earnings

- married allowance at its-highest level since 1972-73 as a percentage

of earnings

- income tax as a percentage of earnings lower than in 1978-79 for

all married men
- no losers after tax and NIC (nearly)

- nearly 1% million fewer taxpayers compared with no change in

allowances
- reduction of 140 units against our 1988 manpower target

4, The note examines a number of alternative options with
approximately the same revenue costs in 1986-87 so that the
distributional effects of basic rate reductions and equal cost
allowance increases may be compared. The broad picture here is

that for those of working age a basic rate cut provides a bigger

cash reduction in tax to married men on more than about 90 per cent
of average earnings (and to single people on more than about 60 per
cent of average earnings) than an equal cost increase in allowances.

In broad terms just under 60 per cent of all taxpayers would be

better off with allowance increases than with equal cost basic rate

reductions.
513 Amongst options involving basic rate reductions Option 4B

(earnings indexation of allowances plus 1lp off the basic rate) would

(for the same revenue cost as Option 4A in 1986-87) maintain the

2.



position on thresholds reached in 1985-86; the basic rate

reduction would give up to an extra £3.29 per week to the basic

rate taxpayer on top of the minimum tax reduction of £1.44 per week
for the married man and 92p per week for the single person from the
allowance increase. It would also mean no cash losers after tax and
NIC compared with 1985-86. At an 1986-87 revenue cost on top of
indexation of £2,150 million Option 6B (13% on allowances plus 1lp
off the basic rate) would achieve all the targets listed in
paragraph 3 above for Option 4A as well as some further points.

In particular it would mean that everyone on average earnings and

above would be paying a smaller proportion of their income in tax
and NIC than in 1978-79.

6 Finally the note considers the impact of the options on the
eventual cost of moving to transferable allowances without losers
- which, under sﬁatutorz indexation (Option 1A), would be £5\4#?illlon.
With one exceptlonythe options do not change this cost by more than

E/BO million in either direction.
280

Z

R A BLYTHE
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Approach to the 1986 Budget: Options for Personal Tax Changes

Introduction

10 This note considers a range of illustrative options for
changes in personal allowances and the basic rate in
1986-87. It does not look at options for changes in the

higher rate structure. The note examines how each option

measures up to a number of standard target points, considers
their distributional effects and describes the impact of
each option on Inland Revenue manpower and the revenue cost

of changing to transferable allowances.

Options Considered and Costs

2. The options are
Revenue costs on top of
statutory indexation*

£ million

1986-87 Full Year
Option 7% increase over Reduction in
1985-86 allowances basic rate
1A 5% - - -
(Prices Indexation)
2A 74 - 220 275
(Earnings indexation)
3A 10 - 710 ' 900
(£2 per week for
married man)
LA 13 - 1200 1500
4B 7. 1p 1200 1450
5B 10 1p 1725 2100
525B%: ("Main't)- 5% 2p 1950 2350
6A 19 - 2150 2700
6B 13 1p 2150 2650
6BX 7 2p 2150 2600
7BY: (' Target!) 5% 3p 2925 3525

* Approximate and subject to change. Indexed levels of allowances
and thresholds are as in the Autumn Statement. Costs are based on
the latest information available and differ slightly from those in
the Autumn Statement.
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3 The detailed specification of each option is set out in

Annex 1. The options are ordered by reference to their

1986-87 revenue cost. "A" options involve increase in
E i mmm—

Allowances only; "B" options include a reduction of lp in

the Basic rate. "BX" options include a reduction of 2p in

the basic rate. Basic rates involving fractions of 1lp are

not at present possible with COP,

4, The main assumptions made in calculating the costs of

each option are:

i The higher rate threshold and bands have been
increased only in line with statutory indexation.
The higher rates themselves have been kept at
their 1985-86 levels.

19 For each option the age allowances have been

increased by the same cash amount as the

corresponding basic allowances (or by statutory
indexation where this is greater). The aged
income limit is increased by the same proportion

as the percentage increase in the married age

allowance.

Jated s Increases in allowances and thresholds have been
rounded in accordance with the rules of the
statutory indexation formula. Increases in
allowances have to be multiples of £10 so that
employers can implement the changes under PAYE

using Lhe special Budget uprating procedures.

Costs

B The figures given in the paper reflect dircct

revenue costs in 1986-87 (first year) and in a full year at

forecast 1986-87 levels of income. These costs are

approximate and subject to change. Second year costs are
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broadly similar to the full year costs. The PSBR costs for
1986-87 are likely to be similar to the 1986-87 revenue
costs but the detailed basis for determining the PSBR effect
of revenue changes for 1986-87 and 1987-88 has not yet been
settled.

62 Options involving changes in the basic rate assume that

the composite rate for bank and building society interest

would not be reduced in line with any basic rate cut until
1987-88% This is in accordance with statutory provisions
in the 1984 Finance Act which govern the determination of
the composite rate. Annex 6 explains in more detail the
implications of a basic rate reduction for the composite
rate. Our recommendation is that the composite rate should
not be changed in 1986-87 in line with any reduction in the
basic rate but Ministers will wish to consider the points
which are raised in the Annex. (If the composite rate were
to be reduced in 1986-87 in line with a reduction in the
basic rate next year this would increase the 1986-87 cost of

a 1lp reduction in the basic rate by about £100 million.)

Choice of Options

e The options have been chosen to cover a range of
targets which might prove presentationally attractive next
year and with revenue costs up to about £2 billion on top of
indexation in 1986-87 (up to 223/4 billion in a full year.)
Each of the options involving a reduction in the basic rate

has been combined with at least earnings indexation

(7per cent) of the basic allowances. This is necessary to
ensure that we do not fall back from the position reached in
1985-86 on targets such as the level of thresholds as a
percentage of earnings, and so that no taxpayer whose
earnings increase in line with the average suffers an
increase in his average rate of tax between 1985-86 and
1986-87. It also means that there is broadly no increase in

our staffing requirement as a result of the increase in the
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overall number of taxpayers (but see paragraphs 21 and 27).
In selected cases we have examined alternative options with

approximately the same revenue costs in 1986-87 so that the

distributional effects of basic rate reductions and
equivalent-cost allowance increases may be compared. As the
table in paragraph 2 shows, options having the same revenue
cost in 1986-87 do not necessarily have exactly the same
full year revenue cost. This is because the proportion of
the full year cost of a basic rate change which comes
through in the first year is somewhat larger than the
corresponding proportion of the full year cost of an

allowance increase.

Examination of options

8. Paragraphs 9-25 below consider the options briefly in

comparison with a number of targets:

- tax reductions per week; and gains and losses
including the effect of NIC changes in April 1986
at the 1986-87 UEL (£285 per week) (paragraphs
9-13)

- threshold levels in relation to prices and

earnings (paragraphs 14-17)

- average rates of tax and tax plus NIC (paragraphs
18-20)

- numbers of taxpayers (paragraphs 21-22)

- the poverty and unemployment traps (paragraphs
23-25).
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The remainder of the note (paragraphs 26-42) looks at

further aspects of the options:

= manpower consequences (paragraphs 26-27)

= comparison of equal cost allowance increases and

basic rate reductions (paragraphs 28-32)

- other aspects of basic rate reductions

(paragraphs 33-37)

- implications for the eventual cost of transferable

allowances (paragraphs 38-39)

- higher rates (paragraphs 40-42).

Tax Reductions Per Week

9 Annex 2 shows the weekly reductions in tax compared to

1985-86 at different levels of earnings.

10. Earnings indexation (Option 2A) gives a tax reduction
worth £€1.44 per week for the married couple and 92p per week
for a single person paying tax at the basic rate. So
options involving a reduction in the basic rate on top of
earnings indexation (Options 4B & 6BX) would give at least
this much to all taxpayers. A one penny reduction would
give up to an extra £3.29 per week for basic rate taxpayers.
Paragraphs 28-32 look in more detail at the options
involving equal cost increase in allowances and reductions
in the basic rate. In very broad terms, however, an
allowance increase provides a bigger cash reduction in tax
to married men on less than about 90 per cent of average
earnings (and to single people on less than about

60 per cent of average earnings) than an equal cost

reduction in the basic rate.
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Income Tax and NIC

11. Annex 3 shows the combined effect in cash terms of tax
and NIC changes for a basic rate taxpayer with earnings at
the new UEL (from April 1986) of £285 per week. At this
level of earnings and above the contracted-in will pay an
extra £1.80 per week in contributions and the contracted-out
an extra £1.42. The Annex focuses on the UEL level of
earnings since that is where losses, if any, from the

combined tax and NIC changes would be greatest.

12. As the Annex shows, with allowance increases only,
Option 3A (10 per cent) avoids losers after tax and NIC
amongst married men. It would be necessary to go a bit
beyond Option 4A (13 per cent) in order to avoid any losers
after tax and NIC. But any option involving a reduction in

the basic rate is sufficient to avoid losers.

13. On earnings below the present UEL of £265 per week, the
contracted-in will face no increase in contributions while
the contracted-out contribution will increase by 5p per week

as a result of the increase in the LEL to £38.

Value of allowances in real terms

14. The value of the married man's allowance is at its
highest level in real terms since the war. All the options
would at least maintain this position. In real terms the
single person's allowance is at its highest level since
1973-74 and options involving 10 per cent or more on
allowances would improve on this. Option 6A (19 per cent)
would take the single allowance almost to its highest level

in real terms since the war.

15. Allowances are now about 20 per cent higher in real
terms than in 1978-79. All the options except prices

indexation (Option 1A) would improve on this.
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Allowances as a percentage of average earnings

16. The table below shows the personal allowances as a
percentage of average earnings for 1985-86 and for each of
the options.

Table 1

Allowances as a percentage of average earnings (all occupations)

Single Allowance Married Allowance
1985-86 21.2 39.3
Option 1A (51/22)4 21.0 32.9
option 2a (72)! 21.2 339
Option 34 (102)° 21.9 34.2
Option 44 (137)> 294 35.1
Option 6A (19%) 23.6 370
L% ALEh Opbihas ARTT+ Tp Bb BB anll 6B CIT 4 Db ofbinn )
2 Algo Option 5B (10Z + lp off BRY.
3

Also Option 6B (13% + lp off BR).
4 Also Options 5.5BX (5%7%+2p off BR) and 7BY (5%7% + 3p off BR).

The earnings figures used here assume an increase of
7 per cent between 1985-86 and 1986-87 in line with the
assumptions given to the Government Actuary for the Social

Security uprating.
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Allowanc;:\sé\a percentage of average earnings

Table 1

16. The table b

percentage of average earnings for 1985-86 a for each of

ow shows the personal allowanges as a

the options.

Allowances as a percentage of ayerage earnipgs (all occupations)

Married Allowance

Single Alizﬁance

1985-86 2152

33,3
Option 1A (5%%) 32.9
Option 24 (72)1 33.3
Option 3A (10%)2 34,2
Option 4A (13%)3
Option 6A (19%)

1

Also Options off BR).

Also Opti

Also

asgumptions given to the Government Actuary for the cial

/
Sécurity uprating.

17. As the table shows, on the Autumn statement
assumptions, it is necessary to go to at least Option 2A
(7 per cent) to prevent allowance levels falling as a
percentage of average earnings compared with 1985-86. At
present both single and married allowances are at their
highest level as a percentage of average earnings since
1977-78. Option 4A (13 per cent) would be sufficient to
take the single allowance to its highest level since 1973-74
and the married allowance to its highest level since
1972-73. The peak reached in 1972-73 (and to a lesser
extent in 1973-74 for the single allowance) is still some

way off.

T
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Average Rates

- tax only

18. Annex 4 shows income tax as a percentage of earnings
for some standard multiples of average earnings in 1978-79,
1985-86 and for each of the options in 1986-87. It is
necessary to go to Option 2A (7 per cent) to maintain the
position reached in 1985-86 (which showed an improvement
over 1978-79 except below about 50 per cent of average
earnings). Option 4A (13 per cent) would be enough to
reduce income tax as a percentage of earnings below its
1978-79 level for all married men. (It would be necessary
to increase the single allowance by about 16 per cent to
achieve the same result for all single people). Amongst the
basic rate options Option 4B (7 per cent plus lp off BR) is
not quite sufficient to achieve the result for all married
men; it is necessary to go at least to Option 5B

(10 per cent plus lp off BR) for the married man and to
Option 6B (13 per cent plus 1lp off BR) for the single

person.

19. ©Under the present Government income tax as a percentage
of average earnings reached its lowest level in 1979-80.
Slightly more than Option 4A (13 per cent) or better on

allowances and_ any of the options involving basic rate
o 4

reductions would improve on this. Going slightly further
\__—.——‘_‘——'

than Option 4A on allowances would reduce tax as a

percentage of average earnings to its lowest level since
1973-74 for the singlc person, and since 1972-=73 for the
n married man. Option 6BX (7 per cent plus 2p off BR) would
give the lowest level since 1972-73 for the single person

and since 1968-69 for the married man.

e
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- tax and NIC

20. Annex 5 shows similar figures to Annex 4 but for
average rates of tax and NIC combined as a percentage of
earnings. The table has been partitioned to show the groups
which would have lower average rates than in 1978-79. 1In
1985-86 only those at more than twice average earnings had
lower rates of tax and NIC than in 1978-79. The
partitioning in the table shows that this would be achieved

at average earnings in 1986-87 for single people under
Options 6B and 6BX and for married men under Options 6A, 6B
and 6BX. The table also shows that for those on half
average earnings options involving only allowance increases
produce a larger reduction in the burden of tax plus NIC

than the equal cost options with basic rate reductions.

Numbers of taxpayers

21. Our latest data, based on the most recent Survey of
Personal Incomes (for 1983/84) shows fairly substantial
growth (of about 800,000) in the overall number of taxpayers
between the Budget estimate for 1985-86 and the position in
1986-87 if allowances and thresholds were left unchanged.

It is necessary to go slightly further than earnings
indexation (Option 2A (7 per cent)) to maintain the overall
number of taxpayers compared with 1985-86. The latest
estimates show a large increase (about 100,000 more) in the
number of higher rate taxpayers in 1985-86 compared with the
forecast made at the time of the Budget. We now expect that
there will be over 1 million higher rate taxpayers in
1985-86. The reason for this rise is that increases in
earnings and investment income at these levels have been
both higher than expected and substantially larger than the
corresponding increases in prices. The higher rate
thresholds on the other hand have been increased only in
line with indexation over the past few years. This increase
in the number of higher rate taxpayers has implications for

our manpower requirements (see paragraph 27 below).
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22. The table below shows how each option would reduce the
number of taxpayers in 1986-87 compared with the number
expected if allowances were left unchanged at their 1985-86

values.

Table 2

Taxpayers in 1986-87: reduction in number compared with no
change in allowances

Reduction 000s

Option 1A (5%%) 570
Option 2A (7%) 680
Option 3A (10%) 950
Option 4A (13%) 1210
Option 4B (7% + lp off BR) 680
Option 5B E(10% '+ Ip of £-'BRY 950
Option 5.5BX (5%% + 2p off BR) 570
Option 6A (19%) 1740
Option 6B (13% + . 1p.off BR) 1210
Option 6BX (7% + 2p off BR) 680
Option 7BY (5%% + 3p off BR) 570

lO.
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22. The table below shows how each option would reduce the
number of taxpayers in 1986-87 compared with the number
expected if allowances were left unchanged at their 1985-86

values.

Table 2

Taxpayers in 1986-87: reduction in number compared with no
change in allowances

Reduction 000s

Option 1A (5%%) 570
Option 2A (7%) 680
Option 3A (10%) 950
Option 4A (13%) 1210
Option 4B (7% + 1lp off BR) 680
Option 5B (10% + 1lp off BR) 950
Option 6A (19%) 1740
Qption 6B (13% '+ Ip' off BR) 112310
Option 6BX (7% + 2p off BR) 680

Poverty and Unemployment Traps

23. Annex 3 of the Treasury's Tax Issues paper considers in
some detail the effects of income tax changes on the poverty

and unemployment traps. On the basis of entitlement, about

450,000 working families are currently subject to combined
marginal rates of tax and benefit withdrawal of over
70 per cent and may be regarded as being in the

poverty trap. In practice the number with such high

marginal rates is rather smaller than this because the take
up of benefits is less than complete (for example it is
estimated that only about half the families entitled to FIS

actually claim it.)

1105



CONFIDENTIAL

24. Since they effectively reduce marginal rates for some
taxpayers by 30 percentage points, increases in personal
allowances are more effective in cutting the number of
families in the poverty trap than reductions in the basic
rate of tax. Under earnings indexation (Option 2A) there
would be about 450,000 families with marginal rates over
70 per cent in 1986-87, the same number as at present.
Option 4A (13 per cent) would reduce this by about 20,000 to
430,000 whilst Option 6A (19 per cent) would reduce it by
about 40,000. Reducing the basic rate would not in itself
cut the numbers of people in the poverty trap, though it
would slightly reduce marginal rates for all 450,000

families affected.

25. About 2 million working families currently have
replacement ratios over 70 per cent and may be said to be in

the unemployment trap. By giving larger cash gains at lower

income levels where replacement ratios tend to be relatively
high, increases in allowances have a bigger impact on these
families than cuts in the basic rate. Option 6A

(19 per cent) would reduce the number of families with
replacement ratios over 70 per cent by 230,000 whereas
Option 6BX (7 per cent plus 2p off BR) would cut the numbers
by 160,000.

Manpow Consequences

265 " The “ta

in local offices.

LR
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Manpower Consequences

26. The table below sets out the effect on our 1988
manpower target of each of the options. The figures assume
that COP is fully implemented by 1988 and take account of
the effects of the estimated 4,000 savings from COP by then

in local offices.

Table 3

Effect on 1988

Manpower Target
Option 1A (5%%) +140
Option 2A (7%) +: 90
Option 32 (10%) - 25
Option 4A (13%) =140
Option 4B (7% + 1lp off BR) + 90
Optien 5B (10% +: 1p off BR) a3
Option 5.5BX (5%% + 2p off BR) +140
Option 6A (19%) =355
Option 6B (13% + 1p off BR) -140
Option 6BX (7% + 2p off BR) + 85
Option 7BY (5%% + 3p off BR) +140

Ll AL 2.,



Option 1A
Option 2A
Option 3A

Option 4A
Option 4B

Option 5B

Option 6A
Option

lp off BR)

By {(13% ¥ 1p off BR)
Optien 6BX. (7% + 2ptoff BR) + 85
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Effect/a/wss

Manpdgér Target

+140
+ 90

-140
+ 90

__vﬁtb (S +2p) S
= . . . e — .
27. Rather more than earnings indexation (Option ZA)—Ts

needed overall to achieve a neutral effect on our April 1988

manpower target.

Although Option 2A is broadly enough Lo

prevent any increase in the overall number of taxpayers
between 1985-86 and 1986-87 (and hence to keep this

component of our workload constant) the disproportionate

rise in the number of higher rate taxpayers compared with

the 1985 Budget estimate (see paragraph 21) means that there

is an overall increase in our staffing requirement under

Option 2A. Reductions in the basic rate have essentially no

effect on our manpower requirement. (The small differences

between the effects under some of the options when combined

with a basic rate cut are due to differences in the expected

number of wife's earnings elections under each option and

hence in the number of higher rate taxpayers.) As the table

shows Option 6A (19 per cent), for example, would reduce our

1988 manpower requirement by some 440 more than the

equivalent cost Option 6BX (7 per cent plus 2p off BR).

s
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Comparison of Equal Cost Allowance Increases and Basic Rate

Reductions

28. The table below shows for the options which are
alternative equal cost allowance increase and basic rate
reductions the level of income - "break-even point" - at
which the reduction in tax is the same under the basic rate
reduction as under the option involving an allowance

increase only. The figures are for taxpayers of working

age.

Table 4
Break-even points: Equal cost Allowance increases
and Basic Rate Reductions
Gross income £ per annum (£ per week)
Options Single Person Married Man

Option 4A (137%)
Option 4B (7% + lp off BR) 6265 (120) 9,705 (187)

Option 6A (197)

Option 6B (13% + 1p off BR) 6395 (123) 10,205 (196)
Option 6BX (7% + 2p off BR) 6265 (120) 9,855 (190)

TE g - -~ -y, @y
N %\D\p.q é{a‘s M8y !C. ”’ C\«‘%"é““ w S 6X O | o f—“’ £
~ Taxpayers with incomes below the break-even points shown in

the table would get a larger tax reduction from the option
involving allowance increases only; taxpayers with incomes
above the break-even points would get a larger reduction

from the basic rate option.

29. The table below shows the numbers of taxpayers who
would gain or lose under the options involving reductions in
the basic rate compared with the equal cost allowance

increase options.
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Equal cost options: gainers and losers ('000s)

OEtions
Option 4B

Gain relative
Lose relative
Option 6B
Gain relative
Lose relative
Option 6BX
Gain relative

Lose relative

OEtions
Option 4B

Gain relative
Lose relative
Option 6B
Gain relative
Lose relative
Option 6BX
Gain relative

Lose relative

to

to

to

to

to

to

to

to

to

to

to

to

Option

Option

Option

Option

Option

Option

Option

Option

Option

Option

Option

Option

4A

6A

6A

6A

6A

4A

4A

6A

6A

6A

6A

Non-aged
3,850 (48%)

4,100 (52%)

3,700 (47%)

4,250 (53%)

3,850 (48%)

4,100 (52%)

Non-aged
45:300=(45%)

5,350 (55%)

3,900 (40%)

5,750 (60%)

4,250 (44%)

5,400 (56%)

Single
Aged
400 (28%)

1,000 (72%)

350 (25%)

1,150 (75%)

400 (28%)
1,000 (72%)
Married
Aged

350 (27%)

950 (73%)

350:(27%)

950 (73%)

300 (23%)

1,000 (77%)

Total
4,250 (45%)

5,100 (55%)

4,050 (43%)

5,300 (57%)

4,250 (45%)

55100 (55%)

Total
4,650 (42%)

6,300 (58%)

4,250 (39%)

6,700 (61%)

4,550 (42%)

6,400 (58%)

30. As the table shows, in each case fewer taxpayers would

benefit from the basic rate option than would benefit from

an equal cost

amongst those
and about 60%

the allowance

increase in allowances.

In broad terms

of working.age about 55% of single taxpayers

of married taxpayers would be better off with

increase options (Option 4A (13%) and Option

6A (19%)) than with the corresponding equal cost basic rate

reductions.

T4,
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31. Amongst elderly taxpayers a much higher proportion
(over 70%) would be better off with allowance increases than

with basic rate reductions.

32. For illustration Chart 1 shows the percentage change in
income net of tax under Options 6A (19 per cent),

6B (13 per cent plus 1lp off BR) and 6BX (7 per cent plus 2p
off BR) against income in £ per week for a married man.
Chart 2 shows the similar picture for a single person. A
feature which emerges from these charts is that Option 6B
gives a greater proportionate increase to those with small
incomes than to those with larger incomes. But under

Option 6BX the largest proportionate increases go to those

with the largest incomes.

Bgéic rate cuts combined with prices indexation

33:4

involvin

aragraph 7 explains we have comPined options

a reduction in the basic ragfe with at least

earnings iRdexation since this is cessary to maintain the
position reaghed in 1985-86 on a/humber of target points.

If Ministers wished, a basic rgte cut could of course be

combined with pNices indexatfon of all the allowances and
thresholds and th
1986-87 (£275 milli

earnings indexation o

ost some £220 million less in
in/a full year) than the corresponding
ion. The table below sets out
comparative figures.

Table 6 Revenue costs on top of

indexation £ million

1986-87 Full Year

980 1175
1200 1450

Prices indexAtion + lp off basic rate
exation + lp off basic rate

(Option 4A)

2325
2600

indexation + 2p off basic rate
Earpings indexation + 2p off basic rate
(Option 6BX)

166
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Basic rate cuts combined with prices indexation

33. As paragraph 7 explains we have combined options
involving a reduction in the basic rate with at least
earnings indexation since this is necessary to maintain the
position reached in 1985-86 on a number of target points.
If Ministers wished, a basic rate cut could of course be
combined with prices indexation of all the allowances and
thresholds and this would cost some £200-£220 million less
in 1986-87 (£250-£275 million in a full year) than the
corresponding earnings indexation option. The table below

sets out comparative figures.

Table 6 Revenue costs on top of
indexation £ million

1986-87 Full Year
Prices indexation + lp off basic rate 975 14575
Earnings indexation + lp off basic rate 1200 1450
(Option 4A)
Prices indexation + 2p off basic rate 1950 2350
(Option 5.5BX)
Earnings indexation + 2p off basic rate 2150 2600
(Option 6BX)
(Prices indexation + 3p off basic rate 2925 315257

(Option 7BY)

15,
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34. Under prices indexation the single allowance would be
increased by £30 less than under earnings indexation and the
married allowance by £50 less. The minimum tax reduction
under prices indexation for a basic rate taxpayer would be
75p for a single person and £1.15 for a married man. This
compares with 92p for the single person and £1.44 for the

married man under earnings indexation of the allowances.

35. As Table 1 in paragraph 16 shows, prices indexation
would mean that the value of the personal allowances as a
percentage of average earnings would fall compared with
1985-86. In addition some taxpayers would suffer an
increase in their average rate of tax between 1985-86 and
1986-87 even if prices indexation is combined with a cut in
the basic rate. For example under an option involving
prices indexation +2p off the basic rate single taxpayers
whose earnings grow in line with the average would suffer an
increase in their average tax rate if they earn less than

about £52 per week in 1986-87; married taxpayers would

P SO e e »
suffer an increase if they earn less than about £82 per week
in 1986-87. R TS

Implications of a basic rate change

36. A change to the basic rate would affect the amount of
any payment which an individual makes under deduction of tax.
In particular borrowers paying mortgage interest under MIRAS
would be required to increase their payments in 1986-87 as a
result of a reduction in the basic rate. Payments under
deed of covenant will also be affected. Where a covenant
deed provides for a certain gross amount to be paid each
year (many student covenants are of this kind) the

covenantor would need, following a basic rate reduction, to

increase the net payment which he actually makes to the

beneficiary since he would be deducting less tax than before

from the gross payment. Where the covenant deed provides

16
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for a net amount to be paid (many charitable covenants are
of this kind) this would be unaffected by a change in the
basic rate but the amount of income tax which can be
recovered by the beneficiary would be reduced. So the
beneficiary would be worse off, unless the covenantor took

steps to increase the net payment.

37. If there is a change in the basic rate in 1986-87 a
number of provisions will need to be reconsidered in the
light of the new rate. These include the rate of tax

deduction for subcontractors in the construction industry;

the rate of life insurance premium relief and the additional

rate for discretionary trusts. If it is decided that a
reduction in the basic rate is a strong option for 1986-87
we will let Ministers have notes on the implications for

these and some other items.

Effect on Cost of Transferable Allowances

38. Under Option'iA (statutory indgﬁétion) the cost of
changing over to transferable q}ibwances without losers
would be £5.4 billion. The ble below shews how this cost

would vary for the other options.

/

17.
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Effect on Cost of Transferable Allowances

38. Under Option 1A (statutory indexation) the cost of
changing over to transferable allowances without losers
would be £5.4 billion. The table below shows how this cost

would vary for the other options.

Table 7 Effect on cost of Overall cost of
changing to trans- changing to transferable
ferable allowances allowances without losers

£ million £ billion
Option 2A + 50 945
(7%)

Option 3A + 150 5455
(10%)

Option 4A = 125() 5465
(13%)

Option 4B - 100 5430
(74t 1piof £ BR)

Option 5B - 5.40
(10%Z + 1p off BR)

Option 5.5BX - 300 3.10
(5%7% + 2p off BR)

Option 6A + 500 590

(19%)

Option 6B + 100 550

(13% + 1p off BR)
Option 6BX - 250 5215
(7% + .2p off BR)
Option 7BY - 450 4.95
(5%7% + 3p off BR)
> =
C A("M(M—LWM — (SO g'Qg

e (L PR
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Higher rate options

40. The options in this paper are on the assumption of
indexation of the higher rate threshold and bands. For the
1985 Budget a number of possible packages for rationalising
the higher rate structures were considered (both with and
without abolition of mortgage relief at the higher rates).
We can provide updated costings of particular packages if

Ministers wish.

41. 1In 1985-86 the first higher rate of tax is reached at a
level of gross earnings about 10 per cent higher in real
terms than in 1978-79 for both married and single taxpayers.
Relative to earnings, however, the higher rate threshold has
fallen compared with 1978-79. For example under indexation
the higher rate threshold for a married man will be at about
1.87 times average earnings compared with about 1.97 times
average earnings in 1978-79. To restore the 1978-79
position for a married man the length of the basic rate band
would have to be increased from £17,100 under statutory
indexation to about £18,300 of taxable income if allowances
are only price indexed and by slightly less if allowances

are raised in real terms.

42, For completeness we attach (as Annex 7) a copy of our
two recent submissions which analyse the effects of those
higher rate options in which the Chancellor has recently

expressed interest.

19.
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ANNEX 1
1986-87
— Details of the Options*
é Percentage Reduction Cost on top of Basic Basic Aged Aged Aged
= increase in Basic indexation** Single Married Single Married Income
= over Rate 1986-87 Full Year Allowance Allowance Allowance Allowance Limit
< 1985-86 Revenue £m Revenue £m £4 £4 £4 £# £4
allowances
Option 1A 5.5 = = = 2,335 3,655 2,840 4,495 9,300
(prices indexation) (130) (200) (150) (240) (500)
Option 2A 7 - 220 275 2,365 35405 2,850 4,505 9,400
(earnings indexation) (160) (250) (160) (:250) (600)
Option 3A 10 = 710 900 2,435 3,805 24920 4,605 9,600
(230) (350) (230) (350) (800)
Option 4A 13 = 1,200 15500 2,495 3,905 2,980 4,705 9,800
(290) (450) (290) (450) (1,000)
Option 4B 7 1p 1,200 1,450 2,365 3,705 2,850 4,505 9,400
(160) (250) (160) (250) (600)
Option 5B 10 1p 15725 2,100 2,435 3,805 2,920 4,605 9,600
(230) (350) (230) (350) (800)
Option 5.5BX (Main) 55 2p 1,950 2,350 245335 3,655 2,840 4,495 9,300
(130) (200) (150) (240) (500)
Option 6A 19 - 21505 2,700 2,625 4,115 3,110 4,915 10,200
(420) (660) (420) (660) (2,400)
Option 6B 13 1p 2,150 2,650 2,495 3,905 2,980 4,705 9,800
(290) (450) (290) (450) (1,000)
Option 6BX 7t 2p 2,150 2,600 2,365 3,705 2,850 4,505 9,400
(160) (250) (160) (250) (600)
Option 7BY (Target) 545 3p 2,925 3,525 2,335 3,655 2,840 4,495 9,300
(130) (200) (150) (240) (500)
**Cost of indexation; and 1985-86 allowances 1,150 1,450 2,205 3,455 2,690 4,255 8,800

* Higher rate thresholds indexed

# figures in brackets show increase over 1985-86 allowances

# ® ®
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Option
Option
Option

Option
Option

Option
Optior.
Optior
Option

Option

Option

1A
2A
3A

4A
4B

5B
5.5BX
6A

6B
6BX

7BY

Married

Option
Option
Option

Option
Option

Option
Option
Option
Option

Option

Option

1A
2A
3A
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ANNEX 3

GAINS (+)/LOSSES (-) AT 1986-87 UEL

Tax and NIC £ per week 1986-87 compared with 1985-86
Contracted in Contracted Out

Single Person Married Single Person Married

or earning wife man or earning wife man

Option 1A  (5%%) -1.05 -0.65 -0.67 =97
Option 2A (7%) -0.88 -0.36 -0.50 +0.02
Option 3A (10%) -0.47 +0.22 -0.09 +0.60
Option 4A (13%) -0.12 $£027.9 -£0l.25 i £
Option 4B (7%, =1p) +1552 +15738 1790 +2.1:6
Option 5B (10%, -1p) +1.91 +2.34 +2.29 +2.72
Option 5.5BX (5%%, - 2p) 3575 +3.65 +4.13 +4.03
Option 6A (19%) +0.62 +2.01 +1.00 +2.38
Option 6B (13%, -1p) +2.24 +2590 +2.62 +3.527
Option 6BX (7%, -2p) +3.91 #3592 +4.29 +4.30
Option 7BY (5%%, -3p) +6.1:15 +5.80 +653 +6.18
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ANNEX 6

COMPOSITE RATE: IMPLICATIONS OF A REDUCTION IN THE BASIC
RATE

9 Section 26 FA 1984 provides that the composite rate
(reduced rate for building societies) for any year of
assessment should be determined by Treasury Order before the
preceding 31 December. The determination is to be based
only on information relating to periods before the end of
the year of assessment in which the order is made. There is
thus a complete preceding year basis so that the composize
rate for 1986/87 is based on tax rates and the tax status of
investors in 1985/86.

25 Following the Financial Secretary's agreement (note of
18 November) the composite rate for 1986/87 has been fixed

at 25.25 per cent (the same as 1985/86). A Treasury Order

determining this rate was laid before Parliament on

29 November and the Statutory Instrument (SI 1985 No.1836)

was published on 6 December.

35 This preceding year basis was introduced at the request
of the banks. They claimed that liability to composite rate
tax had to be known in advance because of the fine margins
and narrow profits on which they worked. Computer problems
were also mentioned. Interest might well be earned,
probably at fluctuating interest rates over a period of

six months or more beginning before the tax year in which it
is paid. Typically interest is paid in June and December
and June interest would start accruing on 1 January. In
making this representation the banks were well aware that
rejection of a current year basis would result in an unduly
high composite rate in a year when basic rate was reduced.
Even in these circumstances they preferred the advance
notice available on the preceding year basis.

4. Under the former system, prior to the introduction of
composite rate, the reduced rate for building societies was
calculated by negotiation on a current year basis. This
meant that it reflected any reduction in basic rate. But
the building societies offered no comment when they were
informed of the proposal to introduce the preceding year
basis.

(5% Any reduction in basic rate tax in 1986/87 which is not
matched by a comparable reduction in composite rate is
likely to provoke some comp ts particularly from
non-taxpayers unable to obtain a refund of composite rate
tax. They might find it small consolation that a 1986/87
reduction in basic rate will work through to composite rate
in 1987/88. But the decision, as recently as 1984, to
introduce a preceding year basis was taken in the full
knowledge of this delayed effect. 1In his note of 5 March
1984 to the Financial Secretary Mr Crawley suggested that
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action to override the preceding year basis should be
considered only in circumstances when the basic rate was
reduced below the composite rate.

6. In arithmetical terms a strictly pro ratg adjustment of
composite rate would involve a reduction of 1°/4 pence for
every 2 pence reduction in basic rate. If such a reduction
were passed on to investors an interest rate of 10 per cent
net of composite rate tax would be increased to

107/4 per cent. It is unlikely that this would happen
because building societies and banks would either not pass
on the reduction or would do so selectively by weighting the
interest rates on those accounts which they consider would
enhance their competitive position. In any even such a
modest increase would probably not be made in isolation. It
would be submerged in adjustments which followed general
movements in interest rates.

Conclusion

g The preceding year basis was introduced at the request
of the banks who claimed they could not operate composite
rate without the advance notice thus provided. The building
societies did not dissent.

8. The composite rate for 1986/87 has been announced and
any reduction to match any possible adjustment of basic rate
would require legislation and a change in the rules
determined as recently as 1984.

21 We recommend, therefore, that provided basic rate for
1986/87 is higher than 25.25 per cent the composite rate for
that year should remain as determined at 25.25 per cent.
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Employment and Enterprise Issues

9. The meeting reached the following provisional conclusions:-

(1) There was a political and presentational (but not
economic) case for some employment package but it was very

important to accommodate the cost within the existing planning

totals.
(ii) All possible progress should be made on administrative
measures to reduce the numbers unemployed. There was

considerable scepticism about the value and scope for reducing

the unemployment total by changes in definition.




(i1a) The Treasury should be thinking in terms of a gross
addition to public expenditure of the order of £100 million in
1986-87 and £200 million in 1987-88 (and perhaps £50 million
and £100 million on net public expenditure). The package
should consist of a range of measures drawn exclusively from
Lord Young's menu. There might be scope for agreeing
additional measures if Lord Young was prepared to find the
money from within his own programme (which had been

consistently underspent in previous years).

(iv) The CBI package should ke ignored. Careful thought
should be given to handling the CBI in the run up to the
Budget. The Chancellor and the Chief Secretary should seek to
persuade Sir James Cleminson and Sir Terence Beckett not to

over sell their proposals.

(v) On the detailed measures (listed - 'in: 'table 3 . of
Mr Monck's paper) :-

- Extension of derelict land grant was ruled out for the
Budget.

- It would be better to keep an expansion of the Community
Programme out of the Budget.

- Extension of the technical and vocational educazion

initiative (TVEI) should be kept for the Survey (unless

Lord Young could find the money himself).

- Lord Young's proposals for extending existing pilots for
interviewing the long term unemployed and the Jobstart
Scheme should be considered together. Mr Monck should
examine urgently whether these proposals could be

substantially scaled down.

10. The Chief Secretary was asked to negotiate with Lord Young,

making it clear that there could be no increase in the planning
total, but that it might be possible to make money available from
the reserve (without initially specifying the full figure) in



addition to anything that he could find from his own programme. On

measures, he should be prepared to negotiate some combination of:-

- An expansion of the Enterprise Allowance Scheme.

- Extending the Loan Guarantee Scheme.

- A New Workers Scheme.

- A scaled down version of Lord Young's proposals on

interview LTU and Jobstart.

1l. On tax options:-

(1) The Sam Brittan Scheme (and variants of it) were ruled
out.
(ii) It was agreed that profit sharing (Weitzman) had some

conceptual appeal, but posed real problems, especially the
exclusion of the self employed. Action in this Budget was
ruled out, but urgent consideration should be given to
announcing that there would be consultation on the merits of
such a scheme. There was some interest in the scope for "test

marketing" by Inland Revenue. Sir Lawrence Airey agreed to

provide a note.

12. It was agreed that there was no employment case for a general
reduction in the CT rate or in employers NICs.

13. On the minor measures suggested in paragraphs 44 to 45 of

Mr Monck's paper, the following provisional conclusions were

reached: -

(i) Small business investment companies (SBIC): This was

not a strong runner.

(1i) Co-operatives: The Financial Secretary should 1look

further at the case for allowing co-operatives access to

profit sharing schemes under the 1978 Finance Act. Increasing

4



the maximum shareholding, and reducing the charge for

registration were not worth pursuing.

(iii) Training Loan Pilot Scheme: Announcement of the Pilot

Scheme due to start in April might be worth a sentence or two

in the Budget speech, following consultation with Lord Young.

(iv) Exempting Enterprise and Jobstart allowances from tax:

complete exemption would create unfortunate precedents. An
alternative might be to switch enterprise allowances from
Case 1 to Case 6 for income tax purposes to avoid apparent
treble taxation, but this would not be a simplification. The
best solution would be to make no change; this might need

reconsidering if there was a lot of political pressure.

(v) Increase VAT 1limit beyond indexation: This was not on

for EC reasons.

(vi) Tax relief for personal employees: This was ruled out.




195/9 SECRET

EMPLOYMENT AND ENTERPRISE ISSUES

This paper considers possible employment and enterprise options for the Budget

against the background of:

(a) the unemployment position and prospect, given the major measures already

taken, both in the 1985 Budget and since;

(b) public expenditure constraints; and

EMPLOY~
(c) the large proposals for more public spending from Lord Young and from MﬁN?
the CBI and other external bodies (pages 1-4). And
ENTER-
PRISE

The options are considered in three groups:

‘ ISSVES
()

reducing the unemployment count by redefining the statistics and by

administrative action (pages 5-6);
(e) public expenditure measures (pages T-9); and
(f) tax and other measures (pages 10-13).

Questions for discussion are listed at the end (pages 14-15)
I. BACKGROUND

Unemployment: present position ...

2 The November figure for adult unemployment was about 70,000 higher than
a year earlier at 3,165,000 or 13.1 per cent of the employee labour force. The
. average for the EC (excluding the UK) is about 10.3 per cent, compared with

10.2 per cent a year earlier.

F In the UK the position has recently improved. Adult unemployment in total
and for males and females separately has fallen in each of the last thrce months.
Over the last six months the average monthly fall has been 2,000. Although
unemployment also fell for a period in 1983, this is the best six months result

since October 1979. Vacancies are at the highest level since 1980.

L. DE estimate that over the last six months the expansion of the Community
Programme has taken an additional 5,000 people off the unemployment count each
month and that the effect is increasing. Other DE measures have been running

down and the net contribution of employment measures has been 3-4,000 a month.
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So most of the change from a monthly increase in unemployment of 10-15,000 in
1984 and early 1985 to a monthly fall of 2,000 now has reflected an underlying

improvement.

S The unemployment rate in July was highest (about 20 per cent) for people
under 25 (including non-adults). For 18 and 19 year olds it was nearly 25 per

cent, slightly lower than a year earlier (see Annex A).

6. In July 1% million people or 40 per cent of the total had been unemployed
for over a year. % million or nearly 25 per cent had been unemployed for more
than 2 years (110,000 more than a year earlier). These 2 year long-term unemployed
were a quarter or more of the total in Scotland, Yorks and Humberside, Wales,
the North, the North West and West Midlands (30 per cent). Annex A gives a

breakdown.

... and the prospect

T. This time last year adult unemployment was (correctly) thought more likely
to rise slightly than to stabilise or fall. This year the balance of
probabilities is for a slight fall in adult unemployment during 1986. But this
is, as always, uncertain and the prospect after 1986, though less clear, is
less favourable, partly because the period of most rapid expansion of the economy
is past, and partly because there is less help from further DE employment measures

after mid-1986 (see paragraph 9).

3. The forecasters' pre-Christmas numbers, which may be revised in early

January, are:

Table 1
Unemployment Count, UK, Men and Women, Excluding
School Leavers, Seasonally Adjusted, Million
Plausible, but not maximum
range based on average errors
Level from past forecasts

Actual
November 1985 g o

Forecast
1986 (average) 3.10 3.0-3.2
1987 (average) 3.10 2.9-3.3

Most outside forecasters expect some fall in unemployment over the next year:

the average of outside forecasts is for 3.11 million adults unemployed in the

- 2 -
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‘ UK in the fourth quarter of 1986, close to EA's own assessment. Employment
is generally expected to go on rising at about 1 per cent a year (the Treasury
forecast is for slightly faster growth in 1986 as the main impact of the

‘ 1985 Budget measures on employment is felt). The growth of the labour force
is expected to continue to fall back from the exceptionally high rates experienced
in 1984 and apparently in the early part of 1985 as well.

9. The present total effect of SEMs (described in Annex C) on unemployment
is estimated at about 490,000 and on adult unemployment about 340,000. Existing
public expenditure provision for Special Employment Measures (SEMs) allows for

rising places and effects on unemployment:

Table 2
’ thousands
Reduction in
Unemployment Count
Numbers on
SEMs Adult Total
(change) (change)
1985 Q2 580 300 420
1986 Q2 690 360 - 169) ygo (*+70)
® 1987 Q2 75 3go (+20) 580, FH01
1988 Q2 810 390 (+10) 550 (+20)

The main reasons for the falling effect on the adult count over the period are
that the expansion of Community Programme places is due to stop in June 1986,
the number on the Job Release Scheme is falling, and the Young Workers Scheme

‘ will be running down from the Spring of 1986.

The ILabour Market and Pay

10. There are some signs that the many measures the Government has taken to
MW wa = (/h) k\'

make the labour market more flexible are bringing benefits. - /l’\)

AL S8
11. But at the aggregate level, there is no sign of downward pay flexibility
in response to high unemployment. Average earnings continue to 1increase at
2-3 per cent a year taster than prices, and unit wage and salary costs in
manufacturing are increasing faster than our main competitors'. Despite the
CBI's efforts to shift the level of settlements down by 2 per cent, private
sector settlements and earnings growth in the current pay round are expected

to be at about the same level as in 1984-85. Private sector wage growth is

0

putting increasing pressures on public sector wage negotiations, which in turn

_3_
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threaten to add to public expenditure (about 30 per cent of which is accounted
for by pay). This failure of pay to adjust is the root of the unemployment
problem. Most of the options discussed later are not aimed at pay behaviour.
But a few would exert some downward pressure and Sam Brittan's 'incentive' and
Weitzman's 'profit-sharing' (paragraphs 36-39 and L41-42) are designed to affect
pay.

Public Expenditure

12. After large additions to the public expenditure planning totals in the
1985 Budget and to programmes in the Autumn Statement we need to demonstrate
that control has been effectively restored. From this point of view the first
choice would be to have no public expenditure employment package in the Budget.
But if there is a package there is a strong case for keeping any increase in
programmes to a scale that can be realistically charged to the Reserves. At

present that condition looks particularly hard to fulfill for 1987-88 and 1988-89.

Proposals made so far

13. The main proposals for Budget announcements by Lord Young (in his November
minute to the Prime Minister) and by the CBI in their Budget representations

are summarised below. There is a detailed commentary in Annex B:

LORD YOUNG L
Expand Enterprise Allowance More Urban Development Grants
Extend Loan Guarantee Scheme More Derelict Land Grants
Additional anti-fraud staff Building Improvement Programme etc.

Development of Enterprise

How ot 2ete pe el Allowance; training allowances

Expand Community Programme and vouchers

National extension of pilot measures for Reduce Job Release Scheme
long-term unemployed, starting in January 1986 age limit to 62 (or less)
(a) £20 job start allowance Raise SR Farnings Disregard
(b) interview and follow-up. from £3 to £18.

Extension of TVEI¥ - no expenditure till

September 1987 J * 192\ &Mdvt?

14. If Lord Young's proposals were all accepted, the total cost to the Exchequer

would be about £% billion in a full year. His priorities have apparently not

/-_ =
altered since November. He has also proposed ''reserve measures" which could

if necessary be announced in November (a further expansion of the Community

¥Technical and Vocational Education Initiative (MSC expenditure in schools).

ol
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Programme and a carefully timed temporary reduction in the age limit for the

Job Release Scheme).

15. The CBI's proposals are very large though they describe them as a call
on the fiscal adjustment available within the MTFS. The full year net PSBR
cost is put at £1 billion and the 1986-87 cost at £680 million (mostly net
public expenditure). They claim that their programme would reduce unemployment
by 330,000 over two years to about 2.8 million in 198T; and argue that action
in the 1986 Budget is needed to ensure that. The CBI claim that these proposals
have a higher priority among their membership than the 10 per cent real increase
in income tax thresholds which they also recommend. Their proposals will
probably re-appear in their paper on Urban Policy for the February meeting
of NEDC. They are not well thought out but their existence and size is

unhelpful.

16. More employment measures have been supported not only by the OECD but also

by the IMF team.—.__ ,,-\/ o gy J\%M\, (UW b ) witnat
v\ v

II. REDUCING THE UNEMPLOYMENT COUNT BY REDEFINITION OR BY ADMINISTRATIVE
MEASURES

17. The Chief Secretary has suggested the numbers in the count could be reduced
at nil or low cost by dcfinitional change or by administrative action. We

propose to examine the options with DE and the comments here are provisional.

18. The Labour Force Survey suggested that of those on the Spring 1984 count
940,000 had not been looking for work in the relevant week (including 200,000
"looking after the home", 125,000 "long term sick/disabled" and 60,000
"retired"). Only about 540,000, however, had not looked for work during the
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